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To  the  Depository  Institutions  in  the 
Second  Federal  Reserve  District: 


It  is  my  privilege  to  send  to  you  the  Eighty-Fourth  Annual  Report  of  the  Federal  Reserve  Bank 
of  New  York.  In  the  “Report  from  the  President,”  I  review  the  Bank’s  major  achievements  in  1998, 
giving  particular  emphasis  to  our  roles  in  stabilizing  markets,  providing  supervisory  guidance,  and 
maintaining  secure  and  reliable  payments  systems.  My  report  also  discusses  the  challenges  before 
the  Bank  to  improve  productivity,  efficiency,  and  the  quality  of  service  delivery  to  our  customers. 
In  addition,  the  Annual  Report  presents  detailed  tables,  with  extensive  notes,  on  the  Bank’s 
financial  condition. 

During  1998,  I  spoke  publicly  about  the  need  for  financial  institutions  to  improve  the 
management  and  control  of  risk,  especially  credit  risk.  In  “Issues  for  the  Basle  Accord,”  an 
address  I  delivered  in  London,  England,  before  the  Conference  on  Credit  Risk  Modeling  and 
Regulatory  Implications,  I  reviewed  the  status  of  the  1988  Basle  Capital  Accord  and  discussed 
the  importance  of  risk  measurement  and  capital  requirements.  The  text  of  that  address  is  reprinted 
in  this  Annual  Report. 

I  hope  you  find  this  Annual  Report  informative  and  interesting. 


William  J.  McDonough 
President 
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ISSUES  FOR  THE  BASLE  ACCORD 


I  am  very  pleased  to  speak  today  at  this  timely 
and  thought-provoking  conference  on  credit 
risk  modeling.  I  have  had  the  good  fortune  to 
assume  the  chair  of  the  Basle  Committee  on 
Banking  Supervision  at  a  time  of  tremendous 
intellectual  ferment  in  the  theory  and  practice 
of  risk  management,  especially  with  respect 
to  the  measurement  and  control  of  credit 
risk.  Since  credit  risk  is,  of  course,  the  most 
important  of  all  banking  risks,  I  welcome  this 
opportunity  to  provide  my  perspective  on  these 
revolutionary  developments  now  under  way 
and  their  implications  for  the  Basle  Accord. 

I  use  the  word  revolutionary  quite  delib¬ 
erately,  because  I  view  the  development  of 
credit  risk  modeling  as  the  catalyst  for  a 
complete  rethinking  of  the  theory  and  practice 
of  credit  risk  management.  These  changes 
might  well  be  as  important  as  the  application 
of  modern  portfolio  theory  to  the  manage¬ 
ment  of  market  risk.  For  the  banking  indus¬ 
try,  for  financial  supervisors,  and,  I  would 
argue,  for  the  macroeconomy,  the  practical 
implications  of  these  changes  are  profound, 
because  the  availability  and  distribution  of 
credit  and  liquidity  on  a  sound  basis  are  of 
fundamental  importance  to  the  functioning  of 
the  global  economy.  The  last  year  in  Asia  and 
in  emerging  market  countries  elsewhere  has 
provided  us  with  a  sobering  reminder  of  that 
importance. 


Credit  risk  models  are  intended  to  provide 
more  precise  measures  of  credit  risk,  and  the 
measurement  of  credit  risk  is  operationally  the 
foundation  of  the  Basle  Accord.  The  implication 
for  the  Accord  seems  fairly  clear,  and  it  is  tempt¬ 
ing  to  make  the  issues  of  measurement  the  focus 
of  public  discussion.  I  would  like  to  step  back, 
however,  and  consider  the  broader  set  of  con¬ 
cerns  that  led  the  Basle  Committee  to  agree  on 
a  capital  accord  and  its  particular  structure. 

A  comparison  of  the  developments  leading 
to  the  Basle  Accord  in  1988  with  the  issues  we 
face  today  should  help  us  move  from  considera¬ 
tions  of  the  mechanics  of  regulatory  capital 
requirements  to  the  much  more  important  ques¬ 
tions  of  the  requirements’  supervisory  purpose, 
role  in  influencing  bank  risk  taking,  and 
impact  on  transparency  in  the  financial  markets. 
In  covering  this  territory  this  afternoon,  I  hope 
that  you  will  take  away  three  observations: 


I  view  the  development 
of  credit  risk  modeling  as 
the  catalyst  for  a  complete 
rethinking  of  the  theory 
and  practice  of  credit 
risk  management. 


♦  the  urgency  of  a  full-scale  review  of 
our  current  approach  to  regulatory 
capital  requirements; 

♦  the  importance  of  reviewing  capital  in 
the  context  of  our  overall  supervision 
of  banks  and  the  need  for  greater 
transparency  in  markets;  and 

♦  the  strong  leadership  that  the  Basle 
Committee  intends  to  provide  to  this 
effort. 
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The  intention  of  the 
original  Accord  was 
clearly  twofold:  to  arrest 
a  slide  in  international 
capital  ratios  and  to 
harmonize  different 
levels  of  and  approaches 
to  capital  among  the 
Group  of  Ten  (G-10) 
countries. 


BACKGROUND  TO  THE  1988 
BASLE  ACCORD 

In  the  mid-1980s,  the  liberalization  and  global¬ 
ization  of  financial  markets — and,  most  impor¬ 
tant,  the  unleashing  of  competitive  forces 
through  deregulation — raised  concerns  about 
the  long-run  health  of  the  banking  system  in 
many  countries.  The  first  of  these  concerns 
centered  on  the  effects  of  competition  on  bank 
profitability  and  capital  building.  The  second 
involved  the  changing  nature  of  risks  being 
taken  by  banks,  both  at  the  time  and  prospec¬ 
tively.  And  a  third,  related  concern  was  the 
influence  of  regulatory  capital  requirements  on 
bank  risk-taking  decisions. 

In  the  years  just  before  the  Basle  Accord, 
large  banks  in  all  but  a  few  major  countries 
seemed  to  hold  insufficient  capital  relative  to 
the  risks  they  were  taking,  especially  in  light  of 
the  aggressive  competition  for  market  share 
in  the  international  arena.  Many  banks  were 
rapidly  expanding  credit  to  foreign  govern¬ 
ments,  banks,  and  corporations  that  were  not 
long-standing  customers,  in  a  variety  of  overseas 
lending  markets.  The  pressure  of  expansion 
forced  down  margins,  and  thus,  although  busi¬ 
ness  was  expanding,  neither  income  nor  capital 
kept  pace.  Even  countries  in  which  the  super¬ 
visors  attempted  to  maintain  their  traditional 
discipline  found  it  difficult  to  resist  completely 
the  downward  pressure  on  international  bank 
capital  ratios.  The  potential  for  disaster  in  the 
combination  of  rapid  international  expansion 
and  stagnating  capital  growth  had  already  been 
amply  illustrated  in  the  early  1980s  with  the 
developing-country  debt  crisis. 


The  downward  slide  was  furthered  by 
differences  in  banks’  cost  of  capital,  largely  a 
reflection  of  the  dispersion  in  required  bank 
capital  levels.  This  dispersion  in  part  reflected 
differences  in  the  philosophy  and  approach 
taken  to  the  supervision  of  bank  capital 
adequacy.  In  some  countries,  public  sector 
banks  appeared  to  have  an  unlimited  call  on 
the  capital  of  the  state.  In  such  circumstances, 
capital  regulation  seemed  to  be  relatively 
unimportant.  In  other  countries,  banks  were 
believed  to  have  hidden  reservoirs  of  financial 
strength  in  undisclosed  reserves  and  under¬ 
valued  assets.  Thus,  low  capital  ratios  were  not 
necessarily  associated  with  financial  weakness 
in  those  jurisdictions.  But  in  still  other  coun¬ 
tries,  the  supervisors  imposed  relatively  high 
minimum  ratios  on  banks  and  expected  and 
received  adherence  to  those  high  levels. 

The  force  of  international  competition 
tended  to  magnify  the  differences  across  coun¬ 
tries.  Because  the  cost  of  capital  was  critically 
important  in  pricing  loans  and  other  credit, 
low  expected  capital  levels  were  believed  to 
be  a  driving  factor  in  narrower  margins  in 
international  lending. 

Thus,  the  intention  of  the  original  Accord 
was  clearly  twofold:  to  arrest  a  slide  in  interna¬ 
tional  capital  ratios  and  to  harmonize  different 
levels  of  and  approaches  to  capital  among  the 
Group  of  Ten  (G-10)  countries. 

The  perception  of  what  capital  requirements 
should  cover  was  also  in  flux  in  the  mid-1980s. 
The  primary  focal  point  for  banks  doing 
business  internationally  was  still  traditional 
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commercial  lending  and  related  activities. 
Thus,  it  was  no  surprise  that  a  measure  of 
credit  risk  became  the  foundation  of  the  Basle 
Accord. 

At  the  same  time,  the  Basle  Committee  rec¬ 
ognized  that  an  unprecedented  expansion  of 
financial  markets  and  financial  activities  was  in 
train.  The  employment  of  modern  portfolio 
techniques  and  options  theory  to  the  day-to- 
day  businesses  of  trading,  hedging,  and  asset 
management  ushered  in  the  over-the-counter 
swaps  and  options  markets  and  an  expansion  of 
securities  trading.  New  types  of  credit  risk 
developed — much  of  it  nontraditional  and 
difficult  to  measure,  such  as  the  counterparty 
credit  risk  in  derivatives — as  did  new  types  of 
market  risk.  The  Basle  Committee  clearly  saw 
the  Accord  as  a  document  to  be  amended 
periodically.  At  the  time  of  its  publication,  the 
Accord  included  a  simple  quantitative  tech¬ 
nique  to  capture  counterparty  credit  risk, 
but  that  technique  has  since  been  refined 
several  times.  The  Committee  also  announced 
its  intention  to  carry  out  further  work  on 
market  risk  capital  requirements,  a  task  that 
was  completed  in  1997. 

Supervisors  were  also  aware  of  the  powerful 
influence  of  capital  requirements  on  bank  risk¬ 
taking  incentives.  Prior  to  the  Accord,  most 
capital  requirements  took  the  form  of  leverage 
ratios.  Supervisors  had  concerns  that  such 
leverage  ratios  tended  to  discourage  the  hold¬ 
ing  of  relatively  liquid,  low-risk  assets. 
However,  they  observed  that  off-balance-sheet 
committed  credit  lines  and  letters  of  credit  had 


begun  to  soar.  Although  the  expansion  of 
capital  markets  activities  clearly  contributed  to 
the  growth  of  off-balance-sheet  credit  activities, 
supervisors  suspected  that  such  activities  were 
also  attractive  because  they  were  usually  not 
subject  to  a  capital  charge. 

These  observations  led  to  the  most  impor¬ 
tant  innovation  of  the  Basle  Accord,  its  risk- 
based  structure,  which  assigned  different 
capital  weights  to  a  small  number  of  asset 
classes,  both  on-  and  off-balance-sheet,  of  dif¬ 
ferent  perceived  average  risks.  Even  with  this 
innovation,  however,  the  framers  recognized 
that  the  risk-based  structure  would  inevitably 
introduce  a  new,  if  moderately  less  objection¬ 
able,  set  of  distortions  to  the  decision  making 
of  banks  because  of  its  simple  nature.  That  is 
one  reason  why  supervisors  have  placed  so 
much  emphasis  on  banks  holding  capital  well 
above  the  minimums. 

To  sum  up,  the  1988  Capital  Accord 

♦  was  intended  to  raise  capital  ratios, 
which  were  generally  perceived  as 
being  too  low  in  many  countries,  and 
to  harmonize  minimum  levels  as  well; 

♦  focused  primarily  on  credit  risk 
but  anticipated  that  new  credit 
and  market  risks  would  need  to  be 
incorporated  in  the  capital 
requirements;  and 

♦  was  recognized  to  be  a  relatively 
simple  approach  to  credit  risk  with 
the  potential  to  distort  incentives  for 
bank  risk  taking. 
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The  Basle  Committee 
clearly  saw  the  Accord 
as  a  document  to  be 
amended  periodically. 
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The  scope  of  global 
competition  greatly 
influences  the  nature  of 
the  challenge  in  framing 
capital  requirements. 


COMPARISONS  WITH  CURRENT 
CONDITIONS 

In  the  intervening  years,  the  themes  have 
changed  only  as  a  matter  of  degree.  Now,  as 
then,  international  financial  competition  seems 
intense,  but  today  it  is  more  truly  global  and 
even  less  respectful  of  traditional  industry 
dividing  lines.  We  have  continued  to  observe — 
at  least  until  recently — an  erosion  of  spreads  in 
international  and  syndicated  lending  to  levels 
that  are  worrisome,  and  we  have  seen  a  revival 
of  concern  about  the  capital  adequacy  of  banks 
in  some  countries. 

The  scope  of  global  competition  greatly 
influences  the  nature  of  the  challenge  in 
framing  capital  requirements.  International 
competition  now  reaches  banks  in  emerging 
market  countries,  both  in  the  banks’  domestic 
markets  and  in  the  international  markets. 
Supervisors  now  need  to  make  sure  that  the 
future  regulatory  capital  framework  addresses 
the  needs  of  banks  in  these  countries  and  does 
not  inadvertently  drive  a  competitive  wedge 
between  G-1Q  and  non-G-10  competitors. 
Further,  large  banks  now  compete  head-to-head 
with  nonbank  financial  institutions,  especially 
securities  firms,  in  a  variety  of  product  markets 
globally.  Supervisors  need  to  evaluate  the 
competitive  and  strategic  impact  of  the  bank 
regulatory  capital  framework  in  light  of  that 
competition. 

Until  the  recent  market  turbulence,  bank 
supervisors  were  observing  strong  pressures  on 
banks  to  increase  leverage.  To  some  extent,  the 
pressure  to  leverage  may  mean  that  capital 
requirements  in  certain  business  segments  are 
simply  too  high.  The  oft-cited  example  is  the 


capital  charge  assigned  to  high-quality  corpo¬ 
rate  debt,  a  charge  that  is  viewed  as  far  above 
what  the  market  has  required  or  what  can 
be  justified  by  historical  loss  experience.  In 
such  business  segments,  it  is  not  surprising  to 
see  efforts  to  securitize  credit  or  to  observe  a 
decline  in  bank  market  share  in  overall  financ¬ 
ing  activities.  While  some  loss  of  market  share 
is  no  doubt  an  inevitable  outcome  of  the 
increase  in  financial  assets  held  and  managed 
by  institutional  investors,  regulatory  capital 
requirements  have  also  played  a  role. 

But  the  pressure  to  leverage  can  also  reflect 
the  pressure  to  enhance  results.  As  is  well 
known,  the  enhancing  effect  of  leverage  on  the 
way  up  quickly  results  in  snowballing  losses  on 
the  way  down. 

Thus,  in  framing  capital  requirements, 
supervisors  will  no  doubt  want  to  reflect  the 
greater  precision  in  assessing  and  pricing  certain 
types  of  risk  in  the  marketplace  while  not 
encouraging  leverage  to  mask  weak  financial 
performance.  But  I  do  not  believe  that  such 
complex  distinctions  can  be  made  entirely 
through  capital  regulations.  Supervisory  activi¬ 
ties  such  as  examinations,  financial  and  risk 
analysis,  and  an  ongoing  dialogue  with  manage¬ 
ment  are  critical  to  making  those  distinctions 
and  fashioning  a  supervisory  response  in  cases  in 
which  the  leverage  is  judged  to  be  harmful. 

Increasingly,  the  marketplace  is  also  assess¬ 
ing  and  reacting  to  banks’  business  and  capital 
strategies,  although  the  process  is  clearly  still 
uneven.  Our  experience  as  supervisors  suggests 
that  the  pressures  of  the  market  can  be  highly 
effective  in  getting  bank  managements  to 
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reconsider  flawed  strategies.  Thus,  supervisors 
currently  place  high  priority  on  enhancing 
market  discipline. 

Now,  as  then,  supervisors  are  seeking  to 
reflect  the  existing,  and  anticipate  the  poten¬ 
tial,  risk  profile  of  banks  in  their  supervisory 
approach  to  capital.  To  be  sure,  supervisors  still 
worry  about  concentrations  in  the  commercial 
lending  portfolio  or  in  country  exposures — 
witness  the  global  real  estate  problems  of  just  a 
few  years  ago  and  the  concerns  about  particu¬ 
lar  emerging  market  exposures  today.  But 
changes  in  the  risk  profile  of  banks  and  in  tech¬ 
niques  for  measuring  and  managing  risk  pose 
major  new  challenges  for  quantitative  capital 
requirements. 

Let’s  start  with  credit  risk.  Credit  deriva¬ 
tives,  wholesale  credit  securitization,  and  credit 
risk  models  taken  together  have  the  potential  to 
greatly  change  the  nature  and  amount  of  credit 
risk  at  banks.  Credit  derivatives  offer  the  ability 
to  transfer  credit  risk  independent  of  funding, 
relationship  management,  or  workout  capacities, 
much  as  interest  rate  and  foreign  exchange 
derivatives  have  allowed  banks  to  manage 
market  risk  independently  of  liquidity  risk. 
Wholesale  credit  securitization  creates  the  abil¬ 
ity  to  extract  and  segment  a  variety  of  potential 
risks  from  a  pool  of  credit  exposures  and  to 
repackage  them  to  create  notes,  securities,  or 
credit  derivatives  with  a  variety  of  credit  risk 
characteristics.  Credit  risk  models  facilitate 
credit  risk  transfer  and  segmentation  by  provid¬ 
ing  an  estimate  of  the  credit  risk  in  a  portfolio. 
For  the  first  time,  it  is  possible  to  provide  a 
measure,  however  imperfect,  of  the  amount  of 
credit  risk  being  bought,  sold,  or  repackaged. 


The  power  of  greater  transferability,  seg¬ 
mentation,  and  measurability  of  credit  risk 
could  provide  potentially  enormous  benefits  to 
banks  in  managing  and  controlling  their  credit 
risk.  But  I  am  also  mindful  of  the  complexity 
that  can  result  from  this  process — consider  the 
U.S.  mortgage-backed  securities  market  as  an 
example.  A  first  step  in  the  direction  of  com¬ 
plexity  can  be  seen  in  the  many  wholesale 
credit  securitizations  involving  “first  loss”  and 
“second  loss”  risk  exposures,  the  latter  repre¬ 
senting  a  new  and  largely  unanticipated 
challenge  in  interpreting  the  Accord. 

These  same  developments  will  almost 
certainly  complicate  supervisors’  understand¬ 
ing  of  the  risks  of  banking  institutions.  That 
means  that  supervisory  activities,  such  as 
examinations,  will  become,  if  anything,  a  more 
important  complement  to  capital  regulation 
and  will  be  necessary  to  extract  the  true  mean¬ 
ing  of  capital  ratios  and  other  analytical  tools. 
In  turn,  we  supervisors  will  need  different,  and 
probably  more,  information  about  the  risk 
profiles  of  firms. 

The  marketplace  will  face  the  same  diffi¬ 
culties  in  understanding  the  risks  of  banks. 
Supervisors  therefore  have  an  important  role  in 
promoting  greater  market  discipline  by  identi¬ 
fying  the  types  of  information  that  are  useful  in 
making  those  judgments  and  encouraging  the 
disclosure  of  that  information. 

The  complementary  roles  of  quantitative 
capital  regulations,  ongoing  supervisory  activi¬ 
ties,  and  market  discipline  are  even  more 
apparent  as  we  turn  to  operational  risk  and 
stress  loss  potential.  The  nature  and  amount  of 
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Changes  in  the  risk 
profile  of  banks  and  in 
techniques  for  measuring 
and  managing  risk  pose 
major  new  challenges 
for  quantitative  capital 
requirements. 
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The  distribution 
of  operational  risk  is 
probably  not  uniform 
among  banks,  a 
circumstance  that  raises 
questions  about  how 
well  credit  risk  capital 
requirements  such  as 
those  mandated  by  the 
Basle  Accord  track  the 
total  risk  of  banks. 


these  risks  depend  in  large  part  on  difficult-to- 
observe  factors  such  as  the  quality  of  controls 
and  the  degree  of  correlation  among  markets 
under  stress. 

The  financial  industry  has  been  devoting 
resources  to  creating  a  robust  management 
structure  for  operational  risk.  Problems  such 
as  those  at  Barings  or  at  the  U.S.  offices  of 
Daiwa  Bank  reflected  failures  of  management 
oversight  and  internal  control.  Such  failures, 
especially  when  combined  with  individual 
wrongdoing,  can  have  a  devastating  impact  on 
financial  firms.  Other,  more  prosaic  examples 
of  the  high  cost  of  controlling  failures  or  clean¬ 
ing  up  problems  do  not  make  the  headlines 
but  exist  in  virtually  every  firm. 

The  distribution  of  operational  risk  is 
probably  not  uniform  among  banks,  a  circum¬ 
stance  that  raises  questions  about  how  well 
credit  risk  capital  requirements  such  as  those 
mandated  by  the  Basle  Accord  track  the  total 
risk  of  banks.  As  businesses  such  as  custody, 
corporate  trust,  and  other  securities-processing 
operations  continue  to  consolidate  in  a  rela¬ 
tively  small  number  of  banks,  it  seems  likely 
that  higher  levels  of  operational  risk  will  be 
found  at  those  institutions.  But  the  amount  of 
operational  risk  will  also  reflect  the  less  readily 
quantifiable  aspect  of  the  quality  of  operational 
controls  across  all  of  a  bank’s  businesses. 

Payments  and  settlement  risk  is  a  special 
case  combining  elements  of  both  credit  risk  and 
operational  risk.  Credit  events  over  the  last  sev¬ 
eral  years  often  show  up  first — and  sometimes 
exclusively — in  the  payments  and  settlement 
activities  of  banks.  In  the  United  States,  for 


example,  banks  had  little  traditional  direct 
exposure  to  Barings  but  did  have  exposure 
through  clearing  and  settlement  arrangements. 

The  size  of  settlement  exposures  depends 
not  only  on  easily  observable  factors  such  as 
transaction  size,  but  also  on  the  procedures  and 
controls  that  govern  the  business.  For  example, 
in  March  1996,  while  I  was  Chairman  of  the 
Committee  on  Payments  and  Settlement 
Systems,  that  Committee  published  a  study 
showing  how  internal  control  processes  in  the 
release  of  payments  and  the  reconciliation  of 
receipts  influence  the  size  of  foreign  exchange 
settlement  exposures.  The  report  found  greater 
than  expected  risk  in  these  transactions,  much 
of  it  not  captured  in  bank  measures  of  settle¬ 
ment  exposure.  In  this  case,  an  understanding 
of  the  procedures  and  controls  in  the  settle¬ 
ment  process  was  essential  to  establishing 
meaningful  risk  measurement  methodologies. 

The  increasing  awareness  of  stress  loss 
potential  among  bank  senior  managers  is 
another  example  of  the  complementarity  of 
capital  regulation,  supervisory  activities,  and 
enhanced  disclosure.  As  market  participants 
understand  better  the  expected  loss  and  the 
variance  of  expected  loss  in  bank  activities,  their 
attention  inevitably  turns  to  the  potential  for 
really  large  losses — the  result  of  low-frequency, 
high-severity  events  in  the  financial  system. 

Stress  testing  is  the  leading  technique  to 
assess  the  direct  and  indirect  effects  of  unusual 
market  events.  Stress  testing  is  fundamentally  a 
qualitative  and  judgmental  process,  usually 
superimposed  on  a  more  formal,  statistical 
approach  to  risk  measurement.  As  such,  it  is 
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not  susceptible  to  codification  in  quantitative 
capital  requirements.  While  stress  testing  has 
gained  prominence  in  these  turbulent  times, 
the  assessment  of  stress  loss  potential  and  the 
development  of  strategies  for  controlling  stress 
loss  have  long  been  a  hallmark  of  excellent 
financial  management. 

Although  most  risk  models  used  by  banks 
are  designed  to  capture  all  forms  of  normal 
day-to-day  risks,  a  real  concern  of  supervisors  is 
the  low-probability,  high-severity  event  that 
can  produce  losses  large  enough  to  threaten  a 
financial  institution’s  health.  Moreover,  like  the 
supervisory  community,  the  market  is  coming 
to  understand  the  importance  of  stress  loss 
potential.  One  of  the  most  positive  develop¬ 
ments  seen  in  the  recent  market  turbulence  is 
the  speed  with  which  many  G-10  financial 
institutions  have  provided  information  about 
important  exposures  and  losses  to  the  market¬ 
place,  a  direct  reflection  of  the  greater  influence 
of  market  discipline. 

The  final  comparison  of  past  and  present 
that  I  would  like  to  make  involves  the  incentive 
issues  that  concerned  the  original  framers  of 
the  Basle  Accord.  Now,  as  then,  supervisors  are 
observing  that  capital  regulation  can  distort 
bank  decision-making  incentives.  The  current 
wave  of  wholesale  credit  securitizations  appears 
to  reflect  in  part  such  distorted  incentives.  It  is 
increasingly  apparent  that  the  falling  cost  of 
conceiving  and  executing  sophisticated  arbi¬ 
trage  strategies  is  eroding  the  efficacy  of  the 
Basle  capital  standards. 

This  erosion  is  perhaps  less  surprising  than 
another  insight  we  have  developed  since  1988: 


that  capital  requirements  continue  to  influence 
the  business  decision  making  of  banks,  even 
when  banks  appear  to  be  well  above  the  regula¬ 
tory  minimums.  Let  me  elaborate. 


On  the  positive  side,  I  think  the  views  of 
banks  today  about  the  appropriate  level  of 
capital — that  is,  the  need  for  a  relatively  high 
level  of  capital — are  much  closer  to  the  senti¬ 
ments  of  supervisors  than  was  the  case  in  the 
mid-1980s.  Today,  healthy  banks  maintain 
high  capital  levels  in  part  because  they  have 
taken  seriously  the  lessons  of  the  last  fifteen 
years  that  mistakes  are  generally  costly  and 
potentially  fatal  in  a  highly  competitive 
industry  with  overcapacity. 

Banks  also  maintain  high  capital  levels 
because  the  marketplace  has  learned  the  same 
lessons  and  demands  those  levels.  But  I  do  not 
think  that  the  framers  of  the  Basle  Accord  real¬ 
ized  the  powerful  influence  their  thinking 
would  have  on  the  techniques  used  by  market 
analysts  and  ratings  agencies  to  evaluate  bank 
financial  conditions.  The  analyses  offered  by 
these  groups  often  build  on  the  Basle  capital 
standard  and  its  risk-weighting  scheme  and 
generally  assume  that  banks’  actual  capital 
ratios  should  well  exceed  the  Basle  minimums. 


Capital  requirements 
continue  to  influence  the 
business  decision  making 
of  banks,  even  when  banks 
appear  to  be  well  above 
the  regulatory  minimums. 


Banks,  however,  have  been  moving  away 
from  the  risk-weighting  approach  in  making  an 
internal  assessment  of  capital  adequacy.  Many 
banks  now  draw  on  risk  models  and  new  risk 
measurement  techniques  to  make  their  assess¬ 
ments.  This  change  opens  up  two  sources  of 
distortion  in  incentives.  The  first  is  the  grow¬ 
ing  gap  between  the  approach  specified  in  the 
current  capital  requirements  and  the  internal 
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processes  of  firms.  The  second  arises  because 
the  market  does  not  necessarily  bridge  the  ana¬ 
lytic  gap  between  banks  and  supervisors  and 
may  set  more  stringent  requirements. 

Indeed,  we  have  to  have  realistic  expecta¬ 
tions  about  our  ability  to  close  the  gap  com¬ 
pletely.  Today,  we  have  the  benefit  of  some 
recent  research  telling  us  that  it  is  simply  not 
possible  for  supervisors  to  come  up  with 
universal  capital  requirements  that  both  opti¬ 
mize  the  allocation  of  credit  and  resources 
within  the  economy  and  minimize  the  moral 
hazard  in  safety  net  arrangements.  Nor  can 
capital  regulation  ever  be  viewed  as  a  substi¬ 
tute  for  sound  economic  decision  making  by 
individual  banks  about  their  actual  capital 
levels. 

Whatever  we  choose  as  a  direction  for  future 
capital  requirements  is  likely  to  be  imperfect 
and  will  eventually  need  to  be  replaced,  no 
doubt  sooner  than  we  would  like.  That  we  have 
benefited  for  ten  very  solid  years  from  the  Basle 
Accord  is  a  compliment  to  the  framers.  And  in 
the  last  ten  years,  there  has  been  at  least  one 
major  innovation  in  interpreting  regulatory 
capital  ratios— prompt  corrective  action,  a 
regulatory  failsafe  mechanism  to  ensure  that 
supervisors  intervene  early  and  forcefully 
enough  when  banks  are  in  trouble.  This 
approach  to  capital  regulation  may  warrant 
further  attention  as  we  consider  our  options 
going  forward. 

Finally,  despite  the  progress  I  have  cited,  we 
know  that  some  individual  banks  and  banking 
systems  are  not  well  capitalized  at  present, 


suggesting  that  both  supervisors  and  the  mar¬ 
ketplace  are  not  universally  applying  the 
lessons  we  have  learned.  That  is,  we  are  far 
from  being  able  to  say  that  the  combination  of 
banks’  internal  management  discipline  and 
market  discipline  is  so  strong  that  capital 
requirements  are  not  needed  and  that  supervi¬ 
sors  of  internationally  active  banks  do  not  need 
a  capital  accord.  Indeed,  just  the  contrary:  I  do 
not  think  there  has  been  a  more  urgent  need 
for  the  Basle  Committee  to  exercise  leadership 
in  this  arena  than  exists  now. 

To  sum  up  the  comparison  of  1998  and 
1988,  I  would  like  to  emphasize  three  points: 

♦  Competition  in  the  industry  now 
effectively  encompasses  a  much  wider 
circle  of  institutions.  Therefore,  the 
applicability  of  capital  requirements  in 
the  twenty-first  century  must  go  well 
beyond  G-10  banks. 

♦  The  risk  profile  of  banks  is  changing 
in  its  composition  and  complexity  and 
in  the  methodologies  used  to  describe 
it,  making  strong  supervision  and 
enhanced  market  discipline  important 
complements  to  capital  regulation. 

♦  Recent  experience  and  research  on 
the  impact  of  the  Basle  Accord  on 
incentives  within  banks  suggest  that 
seeking  to  achieve  optimum  capital 
only  through  regulatory  means  will 
not  work.  This  conclusion  again 
points  to  the  need  for  a  dynamic  mix 
of  supervision,  market  discipline, 
and  robust  capital  regulation. 
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IMPLICATIONS  FOR  THE  ACCORD 

Let  me  turn  now  to  the  role  of  the  Basle 
Committee. 

For  some  time,  the  Basle  Committee  has 
been  monitoring  the  developments  I  have 
described  today,  with  the  assistance  of  the 
Capital  Subgroup  chaired  by  Claes  Norgren, 
the  general  director  of  the  Financial  Supervisory 
Authority  in  Sweden.  Committee  members 
have  benefited  from  the  extensive  research  and 
discussion  under  way  in  the  supervisory  com¬ 
munity,  the  financial  industry,  and  academia, 
and  from  conferences  like  this  one. 

At  its  July  meeting,  the  Committee 
decided  that  the  time  had  come  to  review  the 
Basle  Accord,  a  review  that  the  Committee 
itself  will  conduct.  In  all  likelihood,  the  review 
will  lead  to  a  major  effort  to  revise  the  Basle 
Capital  Accord.  While  no  timetable  has  yet 
been  laid  out,  there  is  broad  recognition  of  the 
need  to  move  expeditiously  and  to  make  sig¬ 
nificant  progress  in  the  next  one  to  two  years. 

The  process  that  we  use  in  our  review  and 
revision  of  the  Accord  will  require  communi¬ 
cation  with  banking  supervisors  and  with 
supervisors  of  nonbank  institutions.  We  have 
a  strong  interest  in  ensuring  that  the 
capital  framework  we  develop  meets  the  needs 
of  banking  supervisors  outside  the  G-10 
countries.  The  Committee  plans  to  have  an 
active  and  ongoing  dialogue  with  banking 
supervisors  globally,  through  existing  channels 
and  new  ones  as  necessary.  In  addition,  we 
hope  to  open  up  a  discussion  with  supervisors 
in  other  key  financial  industries,  such  as 


securities  and  insurance,  about  approaches  we 
might  eventually  consider.  Here  again,  we  would 
not  only  draw  on  the  existing  channels  of 
communication  we  have  with  these  supervi¬ 
sors  and  their  international  organizations  but 
also  cultivate  new  channels  of  communication. 

A  parallel  dialogue  is  also  necessary  with 
the  banking  and  financial  community.  To 
develop  the  structure  and  key  elements  of  a 
capital  framework,  understand  its  efficacy  and 
incentive  effects,  and  evaluate  its  robustness, 
we  will  need  the  input  and  participation  of  the 
financial  community.  I  also  believe  that  the 
capital  framework  will  only  be  effective  if 
banks  themselves  have  a  disciplined  process  for 
assessing  their  capital  adequacy,  setting  appro¬ 
priate  capital  goals,  and  ensuring  that  these 
goals  are  met.  Moveover,  I  believe  supervisors 
can  learn  a  great  deal  from  institutions  where 
such  processes  are  already  in  place.  Our  dia¬ 
logue  with  the  financial  community  can,  I 
hope,  be  extended  to  rating  agencies 
and  securities  analysts,  groups  that  play  an 
important  role  in  market  discipline. 

To  conclude,  I  see  a  large  and  demanding 
agenda  ahead  for  the  Basle  Committee  on 
Banking  Supervision,  for  financial  supervisors 
globally,  and  for  the  financial  industry.  We 
welcome  the  challenge.  Our  hope  is  to  see 
through  the  complexity  of  financial  activity  and 
the  variety  of  supervisory  needs  across  countries 
and  financial  institution  types  to  identify  the 
simple,  straightforward  outlines  of  a  capital 
framework.  If  we  can  identify  that  framework, 
we  can  apply  it  flexibly  to  banks  at  the  cutting 
edge  of  financial  engineering  as  well  as  those 


Our  hope  is  to  see  through 
the  complexity  of  financial 
activity  and  the  variety  of 
supervisory  needs  across 
countries  and  financial 
institution  types  to  identify 
the  simple,  straigh  forward 
outlines  of  a  capital 
framework. 
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new  to  the  international  markets,  to  large  banks 
and  small  ones,  and  to  nonbank  financial 
institutions. 

I  believe  that  such  an  ideal  framework  will 
include  the  following: 

♦  an  approach  to  quantitative  capital 
requirements  that  offers  the  possibility 
of  translating  our  expectations  for 
financial  institutions  across  countries, 
institution  types,  and  financial 
industries; 

♦  integration  of  the  quantitative  capital 
requirements  with  a  set  of  qualitative 
expectations  for  banks  engaged  in 


managing  their  risk  and  evaluating 
their  capital  needs;  and 

♦  the  maximum  possible  reliance  on 
market  discipline,  with  emphasis  on 
transparency  and  disclosure. 

As  our  thinking  on  the  Accord  develops, 
the  members  of  the  Basle  Committee  and  I  will 
continue  to  use  opportunities  such  as  this,  as 
well  as  the  more  usual  avenues  of  consultation, 
to  share  our  ideas,  to  raise  questions  and  con¬ 
cerns,  and  to  lay  out  the  path  ahead.  We  will 
actively  seek  your  suggestions  and  reactions. 

Thank  you. 
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REPORT  FROM  THE  PRESIDENT 


During  1998,  the  Federal  Reserve  Bank  of 
New  York  faced  an  unusually  large  number  of 
difficult  and  complex  challenges.  Economic 
and  financial  developments  abroad,  particularly 
in  emerging  market  economies,  as  well  as 
domestic  financial  market  volatility  and  the 
fast  pace  of  financial  sector  restructuring,  com¬ 
plicated  the  execution  of  monetary  policy  and 
created  major  supervisory  challenges.  At  the 
same  time,  the  Bank’s  intensifying  focus  on 
improved  productivity  and  efficiency  resulted 
in  the  modification  and  upgrading  of  many  of 
its  operations. 

By  year’s  end,  the  Bank  had  recorded  an 
impressive  list  of  achievements  in  fulfilling  its 
public  policy  missions  and  providing  services 
to  its  customers.  However,  in  1999  and 
beyond,  we  must  continue  to  improve  the  effi¬ 
ciency  of  our  operations  and  find  new  cost- 
effective  ways  to  reach  our  goals.  In  doing  so, 
management  will  rely  heavily  on  the  expertise 
and  technical  know-how  of  the  Bank’s  officers 
and  staff,  whose  dedication  to  public  service  is 
the  Bank’s  greatest  strength. 


many  regions.  Under  these  conditions,  a  resur¬ 
gence  in  inflation  could  not  be  ruled  out.  By 
the  second  half  of  the  year,  however,  economic 
and  financial  problems  abroad  had  begun  to 
restrain  some  sectors  of  the  economy  and 
heighten  uncertainty  in  financial  markets. 
While  overall  GDP  growth  remained  very 
healthy,  export-competitive  U.S.  manufactur¬ 
ing  slowed.  Losses  in  financial  markets  made 
lenders  and  investors  more  cautious  about 
taking  risks;  risk  spreads  on  debt  instruments 
widened,  and  liquidity  in  some  markets  dried  up. 

In  September,  October,  and  again  in 
November,  the  Federal  Open  Market  Com¬ 
mittee  reduced  short-term  interest  rates  to 
cushion  the  domestic  economy  against  the 
weakening  foreign  economies  and  the  less 
accommodative  conditions  in  U.S.  financial 
markets.  These  actions  helped  to  stabilize  the 
financial  markets  and  to  ensure  continued 
robust  growth  in  output,  income,  and  employ¬ 
ment.  Meanwhile,  inflation  and  interest  rates 
remained  low,  and  investor  confidence  largely 
returned. 


By  year’s  end,  the  Bank 
had  recorded  an  impressive 
list  of  achievements  in 
fulfilling  its  public  policy 
missions  and  providing 
services  to  its  customers. 


SUSTAINING  ECONOMIC  GROWTH 

Monetary  policymakers  faced  a  complex  and 
sometimes  conflicting  array  of  economic  and 
financial  issues  in  1998.  Already  in  the  eighth 
year  of  uninterrupted  expansion,  the  U.S.  econ¬ 
omy  got  off  to  a  strong  start,  showing  sizable 
gains  in  consumer  spending,  increased  hous¬ 
ing  market  activity,  and  tight  labor  markets  in 


Responsibility  for  carrying  out  the  policy 
decisions  of  the  Federal  Open  Market 
Committee  rests  with  the  Bank’s  Markets 
Group.  Through  open  market  operations  and 
administration  of  the  discount  window,  the 
Markets  Group  influences  conditions  in  the 
markets  for  money  and  credit.  From  time 
to  time,  the  Domestic  Open  Market  Desk 
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modifies  its  procedures  to  improve  rhe  effec¬ 
tiveness  of  its  operations  and  the  functioning 
of  the  markets  in  which  it  operates.  In  1998, 
modifications  in  operating  procedures  helped 
to  lessen  the  impact  of  open  market  operations 
on  the  prices  of  U.S.  Treasury  securities  and 
to  enhance  price  discovery  in  the  market 
for  Treasury  securities.  These  modifications, 
adopted  with  the  approval  of  the  Federal  Open 
Market  Committee,  were  generally  welcomed 
by  the  primary  dealers  with  which  the  Desk 
does  business. 

SYSTEMIC  RISKS  AND  BANK 
SUPERVISION 

Economic  and  financial  turbulence  abroad 
during  1998  increased  the  risks  faced  by  U.S. 
financial  institutions,  particularly  those  with 
large  direct  foreign  exposures  or  a  number  of 
loans  to  highly  leveraged  institutions.  Around 
midyear,  deteriorating  financial  and  currency- 
market  conditions  in  several  countries  resulted 
in  sizable  losses  by  some  U.S.  hedge  funds 
and  other  institutions.  Then,  on  August  17, 
the  Russian  government  announced  an  effec¬ 
tive  devaluation  of  the  ruble  and  a  debt 
moratorium,  undermining  investor  confi¬ 
dence  around  the  world.  Over  the  subsequent 
days  and  weeks,  already  fragile  equity  and 
debt  markets  became  increasingly  volatile 
and  uncertain. 

In  September,  as  president  of  the  Bank,  I 
was  faced  with  a  number  of  difficult  decisions 
when  the  potential  bankruptcy  of  a  very  large 
hedge  fund,  Long  Term  Capital  Management 
(LTCM),  threatened  to  disrupt  financial 
market  and  economic  activity.  At  the  request 
of  some  financial  firms,  the  Bank  hosted  meet¬ 
ings  of  leading  financial  firms  with  a  strong 


interest  in  seeking  a  solution  to  LTCM’s 
problems. 

At  a  meeting  on  September  23,  representa¬ 
tives  from  seventeen  firms  examined  possible 
private-sector  actions  that  could  protect  their 
firms  against  the  effects  of  LTCM’s  potential 
bankruptcy.  At  the  end  of  the  day,  the  firms 
agreed  to  a  consortium  approach  that  ulti¬ 
mately  involved  fourteen  banks  and  securities 
firms  in  a  recapitalization  of  LTCM,  with  three 
firms  contributing  smaller  amounts  than  the 
other  eleven.  The  recapitalization  of  LTCM 
was  purely  a  private-sector  solution  involving 
an  investment  of  new  equity  by  LTCM’s 
creditors  and  counterparties.  No  public  money 
was  spent  or  committed. 

On  October  1 ,  Chairman  Greenspan  and  I 
testified  before  the  House  Banking  Committee 
about  LTCM’s  problems  and  the  events  that 
led  to  the  formation  of  the  private-sector  con¬ 
sortium.  At  the  hearing,  I  also  highlighted 
three  issues  requiring  close  attention  by  banks 
and  supervisors — the  adequacy  of  banks’  credit 
analysis  processes,  the  effectiveness  of  exposure 
measurement  methodologies,  and  the  role  of 
stress  testing  of  counterparty  credit  exposures. 
The  near-collapse  of  LTCM  underscored  the 
need  for  lenders  to  recognize  and  manage  the 
risks  of  interacting  with  highly  leveraged  insti¬ 
tutions  (HLIs) — risks  to  creditors  and,  under 
certain  market  conditions,  to  the  financial 
system  as  a  whole.  In  addition,  the  LTCM 
situation  highlighted  the  blurring  of  the  dis¬ 
tinctions  between  the  regulated  and  the  unreg¬ 
ulated  segments  of  the  financial  marketplace. 

Since  the  LTCM  episode,  senior  supervi¬ 
sory  staff  from  the  Bank  have  contributed 
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importantly  to  the  Working  Group  on  Highly 
Leveraged  Institutions,  an  international  effort 
to  analyze  the  risks  posed  by  HLIs,  to  assess 
banks’  risk  management  practices  with  respect 
to  such  institutions,  and  to  evaluate  potential 
responses  to  those  risks.  Formed  by  the  Basle 
Committee  on  Banking  Supervision,  which  I 
chair,  the  Working  Group  prepared  a  major 
report  in  1998  that  examined  these  issues  and 
offered  guidance  on  sound  practices  in  dealing 
with  HLIs.  The  Working  Group’s  report, 
released  in  January  1999,  will  serve  as  an 
important  basis  for  work  with  supervisory 
authorities  around  the  world. 

As  a  supervisor  of  banks,  the  Federal 
Reserve  helps  to  ensure  that  banks  operate 
safely  and  soundly  by  engaging  in  lending, 
investment,  and  other  activities  that  do  not 
subject  depositors’  funds  to  undue  risks  or 
weaken  the  public’s  confidence  in  the  banking 
and  financial  systems.  Beginning  in  1997, 
bank  examinations  by  supervisory  authorities 
became  more  risk-focused,  taking  into  account 
how  banks  measure  and  manage  risks  in  their 
loan  and  investment  portfolios.  In  1998,  bank 
supervision  staff  joined  with  staff  of  the  Board 
of  Governors  in  developing  a  framework  for 
supervising  large,  diversified  financial  services 
companies.  In  addition,  the  Bank  made  good 
progress  in  moving  to  a  “continuous  supervi¬ 
sion”  model  that  will  allow  us  to  better  moni¬ 
tor  the  condition  of  the  largest  institutions  on 
an  ongoing  basis.  In  the  years  ahead,  we  will 
refine  this  approach  further  and  implement  it 
more  broadly  as  part  of  the  Bank’s  overall 
supervision  model. 

Financial  sector  consolidation,  exemplified 
by  mergers  involving  a  number  of  very  large, 


diversified  financial  companies,  has  created 
major  challenges  for  the  Bank’s  staff.  As  a 
supervisory  authority,  we  review  applications 
for  mergers,  acquisitions,  and  branch  addi¬ 
tions  in  order  to  ensure  that  the  banks 
involved  will  continue  to  serve  the  needs  and 
convenience  of  the  communities  in  which 
they  do  business.  In  1998,  the  Bank  received 
two  applications  for  mergers  that  had  signifi¬ 
cant  implications  for  the  banking  and 
financial  systems — the  application  by  the 
Travelers  Group  to  become  a  bank  holding 
company  by  acquiring  Citicorp  and  the 
application  for  the  merger  of  Union  Bank  of 
Switzerland  with  Swiss  Bank  Corporation.  In 
reviewing  these  applications,  bank  super¬ 
visory  staff  examined  thousands  of  pages  of 
data,  analysis,  commentaries,  and  supporting 
documents  to  determine  how  each  merger 
would  affect  competition,  pricing,  employ¬ 
ment,  and  the  availability  of  financial  services 
to  local  communities. 


In  the  years  ahead, 
the  Bank  will  continue 
its  efforts  to  improve 
methods  of  risk 
measurement  and 
management. 


With  public  interest  in  the  proposed 
mergers  becoming  unusually  intense,  the  Bank 
held  a  two-day  hearing  in  June  on  the 
Travelers-Citicorp  merger;  115  people  testified 
on  the  proposal.  The  merger  of  the  two  Swiss 
banking  companies,  in  turn,  attracted  intense 
political  interest  stemming  from  claims  about 
the  banks’  handling  of  the  assets  of  Holocaust 
victims.  By  year’s  end,  both  mergers  received 
Federal  Reserve  approval. 

In  the  years  ahead,  the  Bank  will  continue 
its  efforts  to  improve  methods  of  risk  mea¬ 
surement  and  management,  with  a  particularly 
strong  focus  on  the  regulation  and  supervision 
of  banks  with  offices  and  activities  that  cross 
national  borders. 
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For  the  year,  transfers 
of  funds  and  securities 
over  the  Federal  Reserve’s 
Fedivire  system  averaged 
more  than  $2  trillion  a 
day;  about  two-thirds 
of  that  volume  involved 
transfers  that  originated 
in  the  Federal  Reserve’s 
Second  District. 


MAINTAINING  SECURE  AND 
RELIABLE  PAYMENTS  SYSTEMS 

The  Bank  plays  a  unique  role  in  the  nations 
payments  systems.  It  serves  as  the  Federal 
Reserves  operating  arm  in  the  government 
securities  and  foreign  exchange  markets,  while 
also  providing  a  large  share  of  the  electronic 
funds  transfer,  book-entry  securities  transfer, 
and  setdement  services  used  daily  by  financial 
institutions  and  the  U.S.  Treasury. 

In  1998,  the  Federal  Reserve  Systems 
Wholesale  Payments  Product  Office  (WPPO), 
located  at  the  New  York  Fed,  lowered  fees  for 
Fedwire  funds  transfer  and  book-entry  securi¬ 
ties  services  for  the  third  consecutive  year.  In 
addition,  the  WPPO  made  substantial  progress 
toward  implementing  a  new  multilateral  net 
settlement  service  that  will  be  offered  in  1 999. 
For  the  year,  transfers  of  funds  and  securities 
over  the  Federal  Reserves  Fedwire  system 
averaged  more  than  $2  trillion  a  day;  about 
two-thirds  of  that  volume  involved  transfers 
that  originated  in  the  Federal  Reserves  Second 
District.  Despite  a  number  of  technical 
adjustments  to  the  system,  our  Fedwire  opera¬ 
tions  functioned  all  year  without  any  service 
disruptions. 

Productivity  and  efficiency  in  our  check¬ 
processing  operations,  a  source  of  some  con¬ 
cern  in  recent  years,  improved  in  1998,  though 
we  did  not  achieve  Federal  Reserve  System 
standards  for  some  key  quality  measures.  While 
more  needs  to  be  done  to  meet  these  standards 
and  reduce  check-processing  costs,  several 
achievements  can  be  cited.  For  example,  we 
initiated  a  multiyear  plan  that  had  among  its 


main  components  the  retraining  of  staff  and 
greater  flexibility  in  the  deployment  of 
resources.  The  volume  of  processed  and  return 
items  increased  modesdy,  despite  a  10  percent 
reduction  in  staff.  As  a  result,  cost  recovery 
in  the  check  area  improved  to  within  half  a 
percentage  point  of  our  target. 

We  also  implemented  a  strategy  to  acceler¬ 
ate  the  move  from  paper  check  to  electronic 
payments  processing  by  image-enabling  all  of 
the  Bank’s  high-speed  sorters.  Gains  were  made 
in  encouraging  banks  to  accept  electronic 
payments  and  to  advance  electronic  check  pre¬ 
sentment,  though  we  need  to  make  more 
progress  toward  this  end  in  1999.  Working  in 
partnership  with  several  of  the  Districts  large 
banks,  our  Utica  facility  will  serve  as  the  site  for 
a  System-wide  pilot  program  in  check  imaging. 

As  with  the  distribution  of  the  newly 
designed  $100  and  $50  banknotes  in  1996  and 

1997,  the  Bank  played  a  major  role  in  the 
introduction  of  the  new  $20  banknote  in 

1998.  During  the  year,  the  Bank  distributed 
more  U.S.  currency  than  any  other  Federal 
Reserve  facility.  We  strengthened  our  leader¬ 
ship  in  the  international  distribution  of  U.S. 
banknotes  by  expanding  contractual  agree¬ 
ments  with  four  depository  institutions  to 
warehouse  currency  and  distribute  it  from 
five  extended  custodial  inventory  (ECI)  sites 
in  three  European  cities.  The  ECI  program 
promotes  the  use  and  recirculation  of  the 
new-design  banknotes  internationally,  facili¬ 
tates  the  repatriation  of  old-series  notes,  and 
improves  the  collection  of  information  on 
currency  flows. 
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In  the  provision  of  fiscal  services,  the  Bank 
added  another  government  agency,  the  General 
Services  Administration,  to  the  International 
Direct  Deposit  (IDD)  program.  It  also  expanded 
IDD  to  Australia  and  arranged  for  two  com¬ 
mercial  banks  to  provide  IDD  services  to 
twenty-five  additional  countries.  Further,  we 
expanded  our  role  as  fiscal  agent  for  some 
government-sponsored  and  international  agen¬ 
cies  by  assuming  System-wide  responsibility  for 
the  elimination  of  canceled  agency  securities. 
Our  Buffalo  Branch  remained  the  nation’s 
most  productive  facility  in  the  processing  of 
U.S.  savings  bond  applications  and  continued 
to  lower  the  direct  costs  of  this  operation.  The 
Branch  also  developed  and  implemented  a 
personal-computer-based  tracking  system  for 
savings  bond  transactions  at  all  five  Federal 
Reserve  consolidated  processing  sites. 

Overall,  the  Bank  exceeded  its  cost-recovery 
target  for  priced  services,  with  a  recovery  rate  of 
almost  110  percent.  This  success  was  driven 
primarily  by  strong  revenue  performance  in 
book-entry  transfers. 

READINESS  FOR  THE  CENTURY 
DATE  CHANGE 

Completion  of  testing  and  certification  of 
all  computer  hardware  and  software  for  Y2K 
compliance  ranks  among  the  Bank’s  most 
important  achievements  of  the  year.  This 
important  effort,  overseen  by  a  new  Y2K  office 
established  in  July,  required  meticulous  plan¬ 
ning  and  cooperation  from  every  area  of  the 
Bank.  The  new  office  coordinates  the  Bank’s 
Y2K  efforts  with  those  of  the  Board  and  the 
other  Federal  Reserve  Banks. 


In  1997,  we  assessed  the  Y2K  problem  and 
concluded  that  without  more  intensive  atten¬ 
tion  to  the  problem,  some  financial  institutions 
in  the  United  States  and  abroad  would  not  be 
able  to  complete  their  Y2K  testing  and  certifi¬ 
cation  in  time  for  the  century  date  change.  To 
improve  both  Y2K  readiness  and  public  aware¬ 
ness  in  1998,  the  Bank  took  part  in  numerous 
conferences  and  briefings  on  Y2K  issues  and 
strategies  in  the  United  States  and  abroad  and 
shared  information  on  Y2K  preparedness  with 
other  public  and  private  sector  organizations. 
In  addition,  the  Wholesale  Payments  Product 
Office  coordinated  wholesale  services  forums 
on  Y2K,  provided  information  on  test  support, 
and  created  a  work  group  to  develop  contin¬ 
gency  plans  for  the  wholesale  services. 

As  part  of  our  international  efforts  in  this 
area,  we  maintained  communications  with 
other  central  banks  to  inform  them  of  the 
nature  of  our  Y2K  preparations  and  to  help 
them  develop  their  strategies  for  dealing  with 
the  problem.  Along  with  others  in  the  Federal 
Reserve  System,  we  are  working  with  the 
Global  2000  Coordinating  Committee,  a  private 
organization  of  more  than  200  international 
banks  from  thirty-seven  countries,  to  provide 
guidance  to  banks  on  Y2K  best  practices  for 
testing  and  contingency  planning.  Further,  we 
developed  close  working  relationships  on  Y2K 
issues  with  private  sector  groups  such  as  the 
New  York  Clearing  House  and  the  Securities 
Industry  Association. 

As  of  year-end  1998,  our  efforts  to  test  and 
remediate  the  Bank’s  mission-critical  systems 
were  largely  completed.  Significantly,  all  of  our 
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Throughout  1998, 
the  Bank  continued  to 
facilitate  the  establishment 
of  strong  working 
relationships  between 
financial  institutions 
and  organizations 
concerned  about 
community  development. 


critical  payments  system  applications,  includ¬ 
ing  the  funds  transfer  and  book-entry  systems 
linked  to  commercial  banks,  tested  successfully. 
In  addition,  during  the  year,  we  completed 
the  bulk  of  Y2K  testing  and  remediation  of 
the  Bank’s  personal  computer  hardware  and 
standard  software,  application  server  hardware 
and  environmental  software,  and  other  office 
automation  systems. 

As  the  century  date  change  approaches,  one 
unresolved  issue  is  the  extent  of  the  public’s 
demand  for  currency.  To  meet  a  potentially 
large  demand  in  1999  and  2000,  the  Federal 
Reserve  System  has  stored  additional  currency 
at  each  of  its  cash-distribution  facilities.  The 
Bank’s  cash  facility  at  the  East  Rutherford 
Operations  Center  (EROC)  will  be  fully 
prepared  to  meet  the  currency  needs  of  all 
depository  institutions  in  the  Second  District. 

HELPING  THE  COMMUNITY 
Throughout  1998,  the  Bank  continued  to 
facilitate  the  establishment  of  strong  working 
relationships  between  financial  institutions  and 
organizations  concerned  about  community 
development.  In  fulfilling  that  mission,  the 
Bank  conducted  nearly  1 50  outreach  meetings 
throughout  the  Second  District.  Collaborating 
with  other  regulatory  agencies,  the  Bank’s 
Office  of  Regional  and  Community  Affairs 
hosted  a  series  of  small  group  meetings  to  pro¬ 
vide  technical  assistance  to  bankers  on  issues 
relating  to  investments  that  qualify  for 
Community  Reinvestment  Act  credit.  The 
Bank  also  convened  forums  on  community 
development  and  the  need  for  lenders  to  pro¬ 
vide  more  loans  to  small  businesses  and  greater 
access  to  home  mortgages  for  low-  and  middle- 


income  households.  During  the  year,  the  Bank 
continued  to  oversee  the  Long  Island  Home 
Purchase  Process  Initiative,  a  multiyear  effort 
begun  in  1996  to  identify  and  reduce  barriers 
to  home  ownership,  particularly  among  low- 
and  middle-income  individuals. 

The  Bank  also  expanded  its  core  economic 
education  programs.  Participation  in  the  Fed 
Challenge  competition  spread  widely  within 
the  Second  District  and  elsewhere  in  the 
System,  involving  students  from  more  than 
300  schools  nationally.  In  addition,  the  Bank 
conducted  dozens  of  seminars  and  workshops 
for  educators  to  promote  better  understanding 
of  economic  issues  and  the  Federal  Reserve 
System.  Working  with  representatives  from 
financial  and  nonfinancial  organizations, 
educational  associations,  and  government 
officials,  the  Bank  led  an  effort  to  preserve  eco¬ 
nomics  as  a  required  course  in  New  York  State 
high  schools.  Further,  we  collaborated  with 
education  leaders  in  Puerto  Rico  to  train  high 
school  social  studies  teachers  in  economics. 
This  three-year  effort  will  culminate  in  the 
introduction  of  economics  in  the  Puerto  Rican 
high  school  curriculum  by  2001,  and  in  an 
economics  competition  designed  to  foster 
active  learning  and  critical  thinking  by  stu¬ 
dents  about  economic  issues. 

Worldwide  demand  for  the  Bank’s  publica¬ 
tions  continues  to  grow.  In  1998,  the  Bank 
filled  orders  for  more  than  2.6  million  publica¬ 
tions;  about  one-fifth  of  the  publication  orders 
were  placed  electronically  over  the  Bank’s  web 
site.  In  addition,  we  produced  and  installed  an 
electronic  version  of  the  Catalog  of  Public 
Information  Materials  to  facilitate  web-site 
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ordering  of  Federal  Reserve  System  education 
and  information  materials. 

CONTRIBUTING  TO  THE  PUBLIC 
POLICY  DEBATE 

During  the  year,  the  Bank  made  substantial 
contributions  to  public  policy  discussions  by 
publishing  a  sizable  body  of  original  research 
and  taking  part  in  major  conferences  around 
the  world.  Research  staff  published  numerous 
papers  in  the  Bank’s  Economic  Policy  Review 
and  Current  Issues  in  Economics  and  Finance 
series,  and  placed  about  eighty  papers  in  aca¬ 
demic  journals  and  other  scholarly  volumes. 

Working  with  colleagues  in  foreign  coun¬ 
tries,  Bank  staff  contributed  to  the  Triennial 
Foreign  Exchange  and  Derivatives  Survey  and 
served  as  members  of  various  working  groups 
under  the  auspices  of  the  Bank  for  Inter¬ 
national  Settlements.  In  addition,  the  Bank 
took  part  in  projects  for  the  Basle  Supervisors’ 
Research  Task  Force  and  provided  technical 
assistance  to  central  banking  organizations 
around  the  world.  Bank  staff  made  important 
contributions  to  several  Federal  Reserve  System 
initiatives,  such  as  the  Intercountry  Exposure 
Review  Committee  and  the  Enhanced 
Supervisory  Program  for  Foreign  Banking 
Organizations. 

To  stimulate  public  discussion  and  analysis 
of  important  policy  issues,  the  Bank  organized 
the  conferences  “Financial  Services  at  the 
Crossroads:  Capital  Regulation  in  the  Twenty- 
First  Century”  and  “The  Consolidation  of  the 
Financial  Services  Industry.”  We  also  cospon¬ 
sored  the  conferences  “Topics  in  Empirical 
International  Economics”  and  “Intranational 


Macroeconomics”  and  helped  to  organize 
briefings  on  the  economic  outlook  for  New 
Jersey  and  Long  Island.  In  addition,  Bank 
staff  developed  and  cosponsored  the  first 
annual  “National  Economics  Conference  for 
Educators,”  which  provided  professional  devel¬ 
opment  for  high  school  teachers  from  all  parts 
of  the  country.  Throughout  1998,  we  con¬ 
vened  focus  group  discussions  with  the  heads 
of  small-  and  medium-sized  firms  in  the  tristate 
region  to  identify  incentives  and  disincentives 
for  the  growth  of  business  in  the  Second 
District.  In  1999,  we  will  continue  to  look  at 
this  issue  as  well  as  at  the  economic,  financial, 
and  social  roots  of  the  widening  income  dis¬ 
parity  among  demographic  groups. 

As  part  of  its  efforts  to  stabilize  interna¬ 
tional  financial  markets,  the  Bank  took  part  in 
policy  consultations  with  U.S.  government 
officials,  international  financial  institutions, 
and  sovereign  authorities.  Bank  staff  partici¬ 
pated  in  and  facilitated  discussions  among 
public-  and  private-sector  leaders,  in  the 
United  States  and  abroad,  that  helped  several 
nations  to  address  financial  shocks.  The  Bank 
also  provided  technical  assistance  overseas, 
both  directly  and  in  cooperation  with  official 
international  organizations. 


Bank  staff  participated 
in  and  facilitated 
discussions  among  public- 
and private-sector  Leaders, 
in  the  United  States  and 
abroad,  that  helped 
several  nations  to  address 
financial  shocks. 


In  the  fall,  the  Bank  hosted  its  twenty-third 
annual  central  banking  seminar  for  central 
bankers  from  sixty  countries.  Participants  in 
the  seminar  gained  a  better  understanding  of 
the  Federal  Reserve  and  of  U.S.  financial  mar¬ 
kets  and  shared  perspectives  on  central  bank 
operations.  Following  the  formal  three-week 
seminar,  we  conducted  a  series  of  specialized 
one-week  courses  for  foreign  central  bankers 
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on  bank  supervision,  U.S.  monetary  policy, 
foreign  exchange  policy,  and  operations 
management. 


All  areas  of  the  Bank 
will  be  challenged  to 
introduce  .  .  .  cost-effective 
technologies  and  systems 
that  promote  efficiency, 
productivity  gains,  and 
improved  customer 
service. 


Bank  officials  took  part  in  forums  around 
the  world  as  speakers  on  economic,  financial, 
and  supervisory  matters.  One  important  mes¬ 
sage  conveyed  in  those  speeches  was  the  need  for 
better  and  more  timely  information  that  would 
allow  investors,  lenders,  and  supervisors  to  make 
more  accurate  and  thorough  risk  assessments. 
Officials  also  discussed  the  need  for  new  risk 
management  and  stress  testing  approaches  and 
for  new  methods  to  evaluate  capital  adequacy. 
Further,  the  Bank  advocated  development  of  a 
capital  framework  in  which  internationally 
active  banks  from  around  the  world  with  similar 
risk  profiles  and  levels  of  sophistication  would 
face  similar  capital  requirements. 

In  total,  Bank  staff  gave  more  than  1,000 
speeches  and  talks  to  a  total  audience  of  about 
60,000  persons.  An  additional  28,000  visitors 
from  around  the  world  toured  the  Bank  and 
listened  to  presentations  about  the  Federal 
Reserve,  the  economy,  and  the  banking  and 
financial  systems. 


INTERNAL  OPERATIONS 
AND  CHALLENGES 

In  the  past  several  years,  the  Bank  has  directed 
substantial  resources  toward  the  acquisition 
and  use  of  technologies  to  improve  efficiency 
in  information  processing,  operations,  and 
communications,  while  upgrading  the  quality 
and  reliability  of  the  services  provided  to 
depository  institutions.  Along  these  lines,  the 
Bank  closed  EROC’s  computer  contingency 
center  and  completed  the  transfer  of  mainframe 


computer  operations  from  our  head  office 
and  EROC  to  the  Federal  Reserves  centralized 
automation  facility.  Further,  staff  at  the 
Wholesale  Payments  Product  Office  managed 
the  consolidation  of  all  Fedwire  offline  process¬ 
ing  at  two  national  sites  and  oversaw  the 
completion  of  the  migration  of  the  National 
Book-Entry  System  to  the  Federal  Reserve’s 
centralized  automation  facility,  a  major  mile¬ 
stone  in  the  System’s  multiyear  project  to 
consolidate  its  mainframe  automation. 

The  Bank  also  built  support  for  the  instal¬ 
lation  of  a  new  phone  system  at  our  Utica 
facility  and  reengineered  intradistrict  commu¬ 
nications  capabilities,  resulting  in  increased 
bandwidth  as  well  as  reduced  annual  operating 
costs.  In  addition,  we  continued  to  improve  the 
security  of  our  web-based  communications  by 
installing  a  public  cryptography  infrastructure. 
After  completing  a  security  evaluation  of  the 
Bank’s  public  web  site,  the  International 
Computer  Security  Association  awarded  the 
Bank  formal  certification  for  having  a  web 
server  configured  in  accordance  with  industry 
best  practices. 

All  areas  of  the  Bank  will  be  challenged 
to  introduce  other  cost-effective  technologies 
and  systems  that  promote  efficiency,  produc¬ 
tivity  gains,  and  improved  customer  service. 
We  must  accelerate  our  efforts  to  reduce  the 
volume  of  paper-based  reports,  not  only 
within  the  Bank  but  also  in  our  transactions 
with  Bank  customers.  Accordingly,  we  will 
encourage  depository  institutions  during  1999 
to  sign  up  for  electronic  receipt  of  circulars, 
a  move  that  could  substantially  reduce 
the  Bank’s  printing  costs.  Further,  we  will 
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encourage  depository  institutions  and  other 
users  of  Bank  services  to  submit  electronically 
all  data  and  reports,  tenders  for  Treasury 
securities,  subscriptions  for  publications,  and 
various  other  documents. 

One  reflection  of  management’s  intensify¬ 
ing  focus  on  efficiency  has  been  our  dedication 
to  improving  the  Bank’s  internal  control 
environment.  In  1997,  the  Bank  adopted  an 
internationally  recognized  framework  for 
evaluating  the  adequacy  of  internal  controls 
over  financial  reporting.  The  framework  was 
developed  in  the  1980s  by  the  Committee 
of  Sponsoring  Organizations  (COSO)  of  the 
Treadway  Commission,  a  group  composed 
largely  of  accounting  industry  associations. 
Following  the  successful  application  of  the 
COSO  framework  to  the  Bank’s  financial 
reporting  objectives  and  controls  in  1997,  we 
expanded  the  Bank’s  COSO  focus  in  1998  by 
undertaking  a  rigorous  evaluation  of  the  broad 
operational  objectives  and  controls  adopted  by 
business  management  and  staff  in  our  priced 
services  areas.  These  initial  operation-focused 
assessments  will  be  completed  in  early  1999 
and  updated  continuously  thereafter. 

The  challenge  of  making  the  Bank  an  even 
stronger  institution  will  require  the  dedication, 


expertise,  and  creativity  of  every  employee  at 
every  level  of  the  Bank.  In  our  Human 
Resources  area,  we  must  focus  more  than  ever 
on  remaining  an  employer  of  choice.  With 
labor  markets  tight,  the  Bank  is  dedicated  to 
implementing  human  resource  policies  and 
programs  designed  to  create  an  environment 
that  encourages  innovation  and  creativity,  moti¬ 
vates  and  rewards  achievement,  and  fosters 
career  development  for  all  members  of  the  staff. 

Responsibility  for  directing  many  of  our 
efficiency-  and  productivity-enhancement 
efforts  will  fall  to  the  Bank’s  very  able  man¬ 
agement  team.  On  January  12,  1999,  I 
announced  that  Jamie  B.  Stewart,  Jr.,  would 
join  the  Bank  as  its  eighth  first  vice  president. 
Jamie  has  had  a  distinguished  twenty- 
seven-year  career  in  banking,  most  recently 
as  vice  chairman  of  the  Mellon  Bank 
Corporation  and  Mellon  Bank,  N.A.,  where 
he  was  responsible  for  wholesale  banking  and 
cash-management  activities.  As  the  chief 
operating  officer  of  the  Bank,  Jamie  will  be 
able  to  direct  his  strong  managerial  experience 
and  substantial  knowledge  of  banking  opera¬ 
tions  toward  making  the  Bank  more  efficient 
and  effective  in  the  delivery  of  services  to  its 
customers. 
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January  20,  1999 


To  the  Board  of  Directors  of  rhe 
Federal  Reserve  Bank  of  New  York: 


The  management  of  the  Federal  Reserve  Bank  of  New  York  (FRBNY)  is  responsible  for  the 
preparation  and  fair  presentation  of  the  Statement  of  Financial  Condition,  Statement  of  Income, 
and  Statement  of  Changes  in  Capital  as  of  December  31,  1998  (the  “Financial  Statements”).  The 
Financial  Statements  have  been  prepared  in  conformity  with  the  accounting  principles,  policies, 
and  practices  established  by  the  Board  of  Governors  of  the  Federal  Reserve  System  and  as  set  forth 
in  the  Financial  Accounting  Manual  for  the  Federal  Reserve  Banks  and,  as  such,  include  amounts, 
some  of  which  are  based  on  judgments  and  estimates  of  management. 

The  management  of  the  FRBNY  is  responsible  for  maintaining  an  effective  process  of  internal 
controls  over  financial  reporting,  including  the  safeguarding  of  assets  as  they  relate  to  the  Financial 
Statements.  Such  internal  controls  are  designed  to  provide  reasonable  assurance  to  management 
and  to  the  Board  of  Directors  regarding  the  preparation  of  reliable  Financial  Statements.  This 
process  of  internal  controls  contains  self-monitoring  mechanisms,  including,  but  not  limited  to, 
divisions  of  responsibility  and  a  code  of  conduct.  Once  identified,  any  material  deficiencies  in  the 
process  of  internal  controls  are  reported  to  management,  and  appropriate  corrective  measures  are 
implemented. 

Even  effective  internal  controls,  no  matter  how  well  designed,  have  inherent  limitations — 
including  the  possibility  of  human  error  and  costs  versus  benefits  considerations — and  therefore  can 
provide  only  reasonable  assurance  with  respect  to  the  preparation  of  reliable  Financial  Statements. 

The  management  of  the  FRBNY  assessed  its  internal  controls  over  financial  reporting, 
including  the  safeguarding  of  assets  reflected  in  the  Financial  Statements,  based  upon  the  criteria 
established  in  the  “Internal  Control — Integrated  Framework"  issued  by  the  Committee  of 
Sponsoring  Organizations  of  the  Treadway  Commission  (COSO).  Based  on  this  assessment,  the 
management  of  the  FRBNY  believes  that  the  FRBNY  maintained  an  effective  process  of  internal 
controls  over  financial  reporting,  including  the  safeguarding  of  assets  as  they  relate  to  the  Financial 
Statements. 


William  J.  McDonough 
President 
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Report  of  Independent  Accountants 

PricewaterhouseCoopers  L.L.P. 


To  the  Board  of  Directors  of  the 
Federal  Reserve  Bank  of  New  York: 


We  have  examined  management’s  assertion  that  the  Federal  Reserve  Bank  of  New  York 
(“FRBNY”)  maintained  effective  internal  control  over  financial  reporting  and  the  safeguarding 
of  assets  as  they  relate  to  the  Financial  Statements  as  of  December  31,  1998,  included  in  the 
accompanying  Management’s  Assertion. 

Our  examination  was  made  in  accordance  with  standards  established  by  the  American  Institute 
of  Certified  Public  Accountants,  and  accordingly,  included  obtaining  an  understanding  of  the 
internal  control  over  financial  reporting,  testing,  and  evaluating  the  design  and  operating 
effectiveness  of  the  internal  control,  and  such  other  procedures  as  we  considered  necessary  in  the 
circumstances.  We  believe  that  our  examination  provides  a  reasonable  basis  for  our  opinion. 

Because  of  inherent  limitations  in  any  internal  control,  misstatements  due  to  error  or  fraud  may 
occur  and  not  be  detected.  Also,  projections  of  any  evaluation  of  the  internal  control  over  financial 
reporting  to  future  periods  are  subject  to  the  risk  that  the  internal  control  may  become  inadequate 
because  of  changes  in  conditions,  or  that  the  degree  of  compliance  with  the  policies  or  procedures 
may  deteriorate. 

In  our  opinion,  management’s  assertion  that  the  FRBNY  maintained  an  effective  internal 
control  over  financial  reporting  and  over  the  safeguarding  of  assets  as  they  relate  to  the  Financial 
Statements  as  of  December  31,  1998,  is  fairly  stated,  in  all  material  respects,  based  upon  criteria 
described  in  “Internal  Control — Integrated  Framework”  issued  by  the  Committee  of  Sponsoring 
Organizations  of  the  Treadway  Commission. 


New  York,  New  York 
March  5,  1999 
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Report  of  Independent  Accountants 

PricewaterhouseCoopers  L.L.P. 


To  the  Board  of  Governors  of 

the  Federal  Reserve  System 

and  the  Board  of  Directors  of 

the  Federal  Reserve  Bank  of  New  York: 


We  have  audited  the  accompanying  statements  of  condition  of  the  Federal  Reserve  Bank  of 
New  York  (the  “Bank")  as  of  December  31,  1998  and  1997,  and  the  related  statements  of  income 
and  changes  in  capital  for  the  years  then  ended.  These  financial  statements  are  the  responsibilities 
of  the  Bank’s  management.  Our  responsibility  is  to  express  an  opinion  on  the  financial  statements 
based  on  our  audits. 

We  conducted  our  audits  in  accordance  with  generally  accepted  auditing  standards.  Those 
standards  require  that  we  plan  and  perform  the  audit  to  obtain  reasonable  assurances  about  whether 
the  financial  statements  are  free  of  material  misstatement.  An  audit  includes  examining,  on  a  test 
basis,  evidence  supporting  the  amounts  and  disclosures  in  the  financial  statements.  An  audit  also 
includes  assessing  the  accounting  principles  used  and  significant  estimates  made  by  management, 
as  well  as  evaluating  the  overall  financial  statement  presentation.  We  believe  that  our  audits 
provide  a  reasonable  basis  for  our  opinion. 

As  discussed  in  Note  3,  the  financial  statements  were  prepared  in  conformity  with  the 
accounting  principles,  policies,  and  practices  established  by  the  Board  of  Governors  of  the  Federal 
Reserve  System.  These  principles,  policies,  and  practices,  which  were  designed  to  meet  the 
specialized  accounting  and  reporting  needs  of  the  Federal  Reserve  System,  are  set  forth  in  the 
“Financial  Accounting  Manual  for  Federal  Reserve  Banks”  and  constitute  a  comprehensive  basis  of 
accounting  other  than  generally  accepted  accounting  principles. 

In  our  opinion,  the  financial  statements  referred  to  above  present  fairly,  in  all  material  respects, 
the  financial  position  of  the  Bank  as  of  December  31,  1998  and  1997,  and  results  of  its  operations 
for  the  years  then  ended,  on  the  basis  of  accounting  described  in  Note  3. 


New  York,  New  York 
March  5,  1999 
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STATEMENTS  OF  CONDITION 

as  ol  December  31,  1998,  and  December  31,  1997 


ASSETS 

1998 

(in  millions) 

1997 

Gold  certificates 

$  4,206 

$  3,934 

Special  drawing  rights  certificates 

3,202 

3,202 

Coin 

13 

20 

Items  in  process  of  collection 

745 

1,026 

Loans  to  depository  institutions 

— 

1,465 

U.S.  government  and  federal  agency  securities,  net 

201,503 

164,932 

Investments  denominated  in  foreign  currencies 

4,002 

3,885 

Accrued  interest  receivable 

1,965 

1,609 

Interdistrict  settlement  account 

— 

16,310 

Bank  premises  and  equipment,  net 

241 

241 

Federal  Reserve  System  prepaid  pension  benefit  cost 

1,491 

1,202 

Other  assets 

54 

44 

Total  assets 

$217,424 

$197,870 

LIABILITIES  AND  CAPITAL 


Liabilities: 


Federal  Reserve  notes  outstanding,  net 

Deposits: 

$194,182 

$179,316 

Depository  institutions 

7,533 

9,257 

U.S.  Treasury,  general  account 

6,086 

5,444 

Other  deposits 

164 

452 

Deferred  credit  items 

810 

794 

Surplus  transfer  due  U.S.  Treasury 

373 

254 

Interdistrict  settlement  account 

5,656 

— 

Accrued  benefit  cost 

151 

144 

Other  liabilities 

53 

45 

Total  liabilities 

215,008 

195,706 

Capital: 

Capital  paid-in 

1,208 

1,108 

Surplus 

1,208 

1,056 

Total  capital 

2,416 

2,164 

Total  liabilities  and  capital 

$217,424 

$197,870 

The  accompanying  notes  are  an  integral  part  of  these  financial  statements. 
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STATEMENTS  OF  INCOME 

for  the  years  ended  December  31,  1998,  and  December  31,  1997 

(in  millions) 


1998  1997 


Interest  income: 


Interest  on  U.S.  government  securities 

$  9,803 

$9,014 

Interest  on  foreign  currencies 

89 

86 

Interest  on  loans  to  depository  institutions 

1 

2 

Total  interest  income 

9,893 

9,102 

Other  operating  income  (loss): 

Income  from  services 

99 

98 

Reimbursable  services  to  government  agencies 

58 

47 

Foreign  currency  gains  (losses),  net 

380 

(591) 

Government  securities  gains,  net 

17 

4 

Other  income 

35 

30 

Total  other  operating  income  (loss) 

589 

(412) 

Operating  expenses: 

Salaries  and  other  benefits 

288 

285 

Occupancy  expense 

40 

43 

Equipment  expense 

35 

39 

Cost  of  unreimbursed  Treasury  services 

1 

2 

Assessments  by  Board  of  Governors 

196 

158 

Other  expenses 

131 

134 

Total  operating  expenses 

691 

661 

Net  income  before  net  periodic  pension  expense 

9,791 

8,029 

Net  periodic  pension  (credit) 

(289) 

(201) 

Net  income  prior  to  distribution 

$10,080 

$8,230 

Distribution  of  net  income: 

Dividends  paid  to  member  banks 

70 

65 

Transferred  to  surplus 

152 

56 

Payments  to  U.S.  Treasury  as  interest  on 

Federal  Reserve  notes 

3,098 

_ 

Payments  to  U.S.  Treasury  as  required  by  statute 

6,760 

8,109 

Total  distribution 

$10,080 

$8,230 

The  accompanying  notes  are  an  integral  part  of  these  financial  statements. 
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STATEMENTS  OF  CHANGES  IN  CAPITAL 

for  the  years  ended  December  31,  1998,  and  December  31,  1997 

(in  millions) 

Capital  Paid-in  Surplus  Total  Capital 


Balance  at  January  1,  1997 


(21.0  million  shares) 

$1,052 

$1,024 

$2,076 

Net  income  transferred  to  surplus 

— 

56 

56 

Statutory  surplus  transfer  to 
the  U.S.  Treasury 

— 

(24) 

(24) 

Net  change  in  capital  stock  issued 

(1.2  million  shares) 

$  56 

— 

$  56 

Balance  at  December  31,  1997 

(22.2  million  shares) 

$1,108 

$1,056 

$2,164 

Net  income  transferred  to  surplus 

— 

152 

152 

Net  change  in  capital  stock  issued 

(2.0  million  shares) 

$  100 

— 

$  100 

Balance  at  December  31,  1998 

(24.2  million  shares) 

$1,208 

$1,208 

$2,416 

The  accompanying  notes  are  an  integral  part  of  these  financial  statements. 
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FEDERAL  RESERVE  BANK 

OF  NEW  YORK 

Notes  to  Financial  Statements 

1.  ORGANIZATION 

The  Federal  Reserve  Bank  of  New  York  (“Bank”)  is  part  of  the  Federal  Reserve 
System  (“System”)  created  by  Congress  under  the  Federal  Reserve  Act  of  1913 
(“Federal  Reserve  Act”),  which  established  the  central  bank  of  the  United  States. 
The  System  consists  of  the  Board  of  Governors  of  the  Federal  Reserve  System 
(“Board  of  Governors”)  and  twelve  Federal  Reserve  Banks  (“Reserve  Banks”).  The 
Reserve  Banks  are  chartered  by  the  federal  government  and  possess  a  unique  set  of 
governmental,  corporate,  and  central  bank  characteristics.  Other  major  elements  of 
the  System  are  the  Federal  Open  Market  Committee  (“FOMC”)  and  the  Federal 
Advisory  Council.  The  FOMC  is  composed  of  members  of  the  Board  of  Governors, 
this  Bank’s  president,  and,  on  a  rotating  basis,  four  other  Reserve  Bank  presidents. 

Structure 

The  Bank  and  its  branch  in  Buffalo  serve  the  Second  Federal  Reserve  District,  which 
includes  the  state  of  New  York,  the  twelve  northern  counties  of  New  Jersey,  and 
Fairfield  County,  Connecticut,  as  well  as  the  Commonwealth  of  Puerto  Rico  and 
the  U.S.  Virgin  Islands.  In  accordance  with  the  Federal  Reserve  Act,  supervision  and 
control  of  the  Bank  are  exercised  by  a  board  of  directors.  Banks  that  are  members  of 
the  System  include  all  national  banks  and  any  state-chartered  bank  that  applies  and 
is  approved  for  membership  in  the  System. 

Board  of  Directors 

The  Federal  Reserve  Act  specifies  the  composition  of  the  board  of  directors  for  each 
of  the  Reserve  Banks.  Each  board  is  composed  of  nine  members  serving  three-year 
terms:  three  directors,  including  those  designated  as  Chairman  and  Deputy 
Chairman,  are  appointed  by  the  Board  of  Governors,  and  six  directors  are  elected 
by  member  banks.  Of  the  six  elected  by  member  banks,  three  represent  the  public 
and  three  represent  member  banks.  Member  banks  are  divided  into  three  classes 
according  to  size.  Member  banks  in  each  class  elect  one  director  representing 
member  banks  and  one  representing  the  public.  In  any  election  of  directors,  each 
member  bank  receives  one  vote,  regardless  of  the  number  of  shares  of  Reserve  Bank 
stock  it  holds. 
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2.  OPERATIONS  AND  SERVICES 

The  System  performs  a  variety  of  services  and  operations.  Functions  include  for¬ 
mulating  and  conducting  monetary  policy;  participating  actively  in  the  payments 
mechanism,  including  large-dollar  transfers  of  funds,  automated  clearinghouse 
operations,  and  check  processing;  distribution  of  coin  and  currency;  fiscal  agency 
functions  for  the  U.S.  Treasury  and  certain  federal  agencies;  serving  as  the  federal 
government’s  bank;  providing  short-term  loans  to  depository  institutions;  serving 
the  consumer  and  the  community  by  providing  educational  materials  and  infor¬ 
mation  regarding  consumer  laws;  supervising  bank  holding  companies,  state  mem¬ 
ber  banks,  and  U.S.  offices  of  foreign  banking  organizations;  and  administering 
other  regulations  of  the  Board  of  Governors.  The  Board  of  Governors’  operating 
costs  are  funded  through  assessments  on  the  Reserve  Banks. 

The  FOMC  establishes  policy  regarding  open  market  operations,  oversees  these 
operations,  and  issues  authorizations  and  directives  to  the  Bank  for  its  execution  of 
transactions.  Authorized  transaction  types  include  direct  purchase  and  sale  of 
securities,  matched  sale-purchase  transactions,  the  purchase  of  securities  under 
agreements  to  resell,  and  the  lending  of  U.S.  government  securities.  Additionally, 
the  Bank  is  authorized  by  the  FOMC  to  hold  balances  of,  and  to  execute  spot  and 
forward  foreign  exchange  and  securities  contracts  in,  fourteen  foreign  currencies; 
maintain  reciprocal  currency  arrangements  (“FX  swaps”)  with  various  central 
banks;  and  “warehouse”  foreign  currencies  for  the  U.S.  Treasury  Exchange 
Stabilization  Fund  (“ESF”)  through  the  Reserve  Banks. 

3.  SIGNIFICANT  ACCOUNTING  POFICIES 

Accounting  principles  for  entities  with  the  unique  powers  and  responsibilities  of 
the  nation’s  central  bank  have  not  been  formulated  by  the  Financial  Accounting 
Standards  Board.  The  Board  of  Governors  has  developed  specialized  accounting 
principles  and  practices  that  it  believes  are  appropriate  for  the  significantly  differ¬ 
ent  nature  and  function  of  a  central  bank  as  compared  to  the  private  sector.  These 
accounting  principles  and  practices  are  documented  in  the  “Financial  Accounting 
Manual  for  Federal  Reserve  Banks”  (“Financial  Accounting  Manual”),  which  is 
issued  by  the  Board  of  Governors.  All  Reserve  Banks  are  required  to  adopt  and 
apply  accounting  policies  and  practices  that  are  consistent  with  the  Financial 
Accounting  Manual. 

The  financial  statements  have  been  prepared  in  accordance  with  the  Financial 
Accounting  Manual.  Differences  exist  between  the  accounting  principles  and 
practices  of  the  System  and  generally  accepted  accounting  principles  (“GAAP”). 
The  primary  differences  are  the  presentation  of  all  security  holdings  at  amortized 
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cost,  rather  than  at  the  fair  value  presentation  requirements  of  GAAP,  and  the 
accounting  for  matched  sale-purchase  transactions  as  separate  sales  and  purchases, 
rather  than  secured  borrowings  with  pledged  collateral,  as  is  required  by  GAAP.  In 
addition,  the  Bank  has  elected  not  to  present  a  Statement  of  Cash  Flows  or  a 
Statement  of  Comprehensive  Income.  The  Statement  of  Cash  Flows  has  not  been 
included,  as  the  liquidity  and  cash  position  of  the  Bank  are  not  of  primary  concern 
to  the  users  of  these  financial  statements.  The  Statement  of  Comprehensive 
Income,  which  comprises  net  income  plus  or  minus  certain  adjustments  such  as 
the  fair-value  adjustment  for  securities,  has  not  been  included  because,  as  stated 
above,  the  securities  are  recorded  at  amortized  cost  and  there  are  no  other  adjust¬ 
ments  in  the  determination  of  comprehensive  income  applicable  to  the  Bank. 
Other  information  regarding  the  Bank’s  activities  is  provided  in,  or  may  be  derived 
from,  the  Statements  of  Condition,  Income,  and  Changes  in  Capital.  Therefore, 
a  Statement  of  Cash  Flows  or  a  Statement  of  Comprehensive  Income  would  not 
provide  any  additional  useful  information.  There  are  no  other  significant 
differences  between  the  policies  outlined  in  the  Financial  Accounting  Manual 
and  GAAP. 

The  preparation  of  the  financial  statements  in  conformity  with  the  Financial 
Accounting  Manual  requires  management  to  make  certain  estimates  and  assump¬ 
tions  that  affect  the  reported  amounts  of  assets  and  liabilities  and  disclosure  of  con¬ 
tingent  assets  and  liabilities  at  the  date  of  the  financial  statements  and  the  reported 
amounts  of  income  and  expenses  during  the  reporting  period.  Actual  results  could 
differ  from  those  estimates.  Unique  accounts  and  significant  accounting  policies  are 
explained  below. 

a.  Gold  Certificates 

The  Secretary  of  the  Treasury  is  authorized  to  issue  gold  certificates  to  the  Reserve 
Banks  to  monetize  gold  held  by  the  U.S.  Treasury.  Payment  for  the  gold  certificates 
by  the  Reserve  Banks  is  made  by  crediting  equivalent  amounts  in  dollars  into  the 
account  established  for  the  U.S.  Treasury.  These  gold  certificates  held  by  the  Reserve 
Banks  are  required  to  be  backed  by  the  gold  of  the  U.S.  Treasury.  The  U.S.  Treasury 
may  reacquire  the  gold  certificates  at  any  time  and  the  Reserve  Banks  must  deliver 
them  to  the  U.S.  Treasury.  At  such  time,  the  U.S.  Treasury’s  account  is  charged 
and  the  Reserve  Banks’  gold  certificate  accounts  are  lowered.  The  value  of  gold  for 
purposes  of  backing  the  gold  certificates  is  set  by  law  at  $42  2/9  a  fine  troy  ounce. 
The  Board  of  Governors  allocates  the  gold  certificates  among  Reserve  Banks  once  a 
year  based  upon  Federal  Reserve  notes  outstanding  in  each  District  at  the  end  of  the 
preceding  year. 
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b.  Special  Drawing  Rights  Certificates 

Special  drawing  rights  (“SDRs”)  are  issued  by  the  International  Monetary  Fund 
(“Fund”)  to  its  members  in  proportion  to  each  member’s  quota  in  the  Fund  at  the 
time  of  issuance.  SDRs  serve  as  a  supplement  to  international  monetary  reserves  and 
may  be  transferred  from  one  national  monetary  authority  to  another.  Under  the  law 
providing  for  United  States  participation  in  the  SDR  system,  the  Secretary  of  the 
U.S.  Treasury  is  authorized  to  issue  SDR  certificates,  somewhat  like  gold  certificates, 
to  the  Reserve  Banks.  At  such  time,  equivalent  amounts  in  dollars  are  credited  to  the 
account  established  for  the  U.S.  Treasury,  and  the  Reserve  Banks’  SDR  certificate 
accounts  are  increased.  The  Reserve  Banks  are  required  to  purchase  SDRs,  at  the 
direction  of  the  U.S.  Treasury,  for  the  purpose  of  financing  SDR  certificate  acquisi¬ 
tions  or  for  financing  exchange  stabilization  operations.  The  Board  of  Governors 
allocates  each  SDR  transaction  among  Reserve  Banks  based  upon  Federal  Reserve 
notes  outstanding  in  each  District  at  the  end  of  the  preceding  year. 

c.  Loans  to  Depository  Institutions 

The  Depository  Institutions  Deregulation  and  Monetary  Control  Act  of  1980 
provides  that  all  depository  institutions  that  maintain  reservable  transaction 
accounts  or  nonpersonal  time  deposits,  as  defined  in  Regulation  D  issued  by  the 
Board  of  Governors,  have  borrowing  privileges  at  the  discretion  of  the  Reserve 
Banks.  Borrowers  execute  certain  lending  agreements  and  deposit  sufficient  collat¬ 
eral  before  credit  is  extended.  Loans  are  evaluated  for  collectibility,  and  currently  all 
are  considered  collectible  and  fully  collateralized.  If  any  loans  were  deemed  to  be 
uncollectible,  an  appropriate  reserve  would  be  established.  Interest  is  recorded  on 
the  accrual  basis  and  is  charged  at  the  applicable  discount  rate  established  at  least 
every  fourteen  days  by  the  boards  of  directors  of  the  Reserve  Banks,  subject  to  review 
by  the  Board  of  Governors.  Fiowever,  Reserve  Banks  retain  the  option  to  impose  a 
surcharge  above  the  basic  rate  in  certain  circumstances. 

d.  U.S.  Government  and  Federal  Agency  Securities  and  Investments 
Denominated  in  Foreign  Currencies 

The  Bank  has  been  designated  by  the  FOMC  to  execute  open  market  transactions 
on  its  behalf  and  to  hold  the  resulting  securities  in  the  portfolio  known  as  the 
System  Open  Market  Account  (“SOMA”).  In  addition  to  authorizing  and  directing 
operations  in  the  domestic  securities  market,  the  FOMC  authorizes  and  directs  the 
Bank  to  execute  operations  in  foreign  markets  for  major  currencies  in  order  to 
counter  disorderly  conditions  in  exchange  markets  or  to  meet  other  needs  specified 
by  the  FOMC  in  carrying  out  the  System’s  central  bank  responsibilities. 
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Purchases  of  securities  under  agreements  to  resell  and  matched  sale-purchase 
transactions  are  accounted  for  as  separate  sale  and  purchase  transactions.  Purchases 
under  agreements  to  resell  are  transactions  in  which  the  Bank  purchases  a  security 
and  sells  it  back  at  the  rate  specified  at  the  commencement  of  the  transaction. 
Matched  sale-purchase  transactions  are  transactions  in  which  the  Bank  sells  a  secu¬ 
rity  and  buys  it  back  at  the  rate  specified  at  the  commencement  of  the  transaction. 

Reserve  Banks  are  authorized  by  the  FOMC  to  lend  U.S.  government  securities 
held  in  the  SOMA  to  U.S.  government  securities  dealers  and  to  banks  participating 
in  U.S.  government  securities  clearing  arrangements,  in  order  to  facilitate  the 
effective  functioning  of  the  domestic  securities  market.  These  securities-lending 
transactions  are  fully  collateralized  by  other  U.S.  government  securities.  FOMC 
policy  requires  the  lending  Reserve  Bank  to  take  possession  of  collateral  in  amounts 
in  excess  of  the  market  values  of  the  securities  loaned.  The  market  values  of  the 
collateral  and  the  securities  loaned  are  monitored  by  the  lending  Reserve  Bank  on  a 
daily  basis,  with  additional  collateral  obtained  as  necessary.  The  securities  loaned 
continue  to  be  accounted  for  in  the  SOMA. 

Foreign  exchange  contracts  are  contractual  agreements  between  two  parties  to 
exchange  specified  currencies  at  a  specified  price  on  a  specified  date.  Spot  foreign 
contracts  normally  settle  two  days  after  the  trade  date,  whereas  the  settlement 
date  on  forward  contracts  is  negotiated  between  the  contracting  parties  but  will 
extend  beyond  two  days  from  the  trade  date.  The  Bank  generally  enters  into  spot 
contracts,  with  any  forward  contracts  generally  limited  to  the  second  leg  of  a 
swap/warehousing  transaction. 

The  Bank,  on  behalf  of  the  Reserve  Banks,  maintains  renewable,  short-term  FX 
swap  arrangements  with  authorized  foreign  central  banks.  The  parties  agree  to 
exchange  their  currencies  up  to  a  prearranged  maximum  amount  and  for  an  agreed- 
upon  period  of  time  (up  to  twelve  months),  at  an  agreed-upon  interest  rate.  These 
arrangements  give  the  FOMC  temporary  access  to  foreign  currencies  thar  it  may 
need  for  intervention  operations  to  support  the  dollar  and  give  the  partner  foreign 
central  bank  temporary  access  to  dollars  it  may  need  to  support  its  own  currency. 
Drawings  under  the  FX  swap  arrangements  can  be  initiated  by  either  the  Bank  or 
the  partner  foreign  central  bank,  and  must  be  agreed  to  by  the  drawee.  The  FX 
swaps  are  structured  so  that  the  party  initiating  the  transaction  (the  drawer)  bears 
the  exchange  rate  risk  upon  maturity.  The  Bank  will  generally  invest  the  foreign 
currency  received  under  an  FX  swap  in  interest-bearing  instruments. 
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Warehousing  is  an  arrangement  under  which  the  FOMC  agrees  to  exchange,  at 
the  request  of  the  Treasury,  U.S.  dollars  for  foreign  currencies  held  by  the  Treasury 
or  ESF  over  a  limited  period  of  time.  The  purpose  of  the  warehousing  facility  is 
to  supplement  the  U.S.  dollar  resources  of  the  Treasury  and  ESF  for  financing 
purchases  of  foreign  currencies  and  related  international  operations. 

In  connection  with  its  foreign  currency  activities,  the  Bank,  on  behalf  of  the 
Reserve  Banks,  may  enter  into  contracts  that  contain  varying  degrees  of  off- 
balance-sheet  market  risk,  because  they  represent  contractual  commitments  involv¬ 
ing  future  settlement,  and  counterparty  credit  risk.  The  Bank  controls  credit  risk 
by  obtaining  credit  approvals,  establishing  transaction  limits,  and  performing  daily 
monitoring  procedures. 

While  the  application  of  current  market  prices  to  the  securities  currently  held  in 
the  SOMA  portfolio  and  investments  denominated  in  foreign  currencies  may  result 
in  values  substantially  above  or  below  their  carrying  values,  these  unrealized  changes 
in  value  would  have  no  direct  effect  on  the  quantity  of  reserves  available  to  the  bank¬ 
ing  system  or  on  the  prospects  for  future  Reserve  Bank  earnings  or  capital.  Both  the 
domestic  and  foreign  components  of  the  SOMA  portfolio  from  time  to  time  involve 
transactions  that  can  result  in  gains  or  losses  when  holdings  are  sold  prior  to  matu¬ 
rity.  Elowever,  decisions  regarding  the  securities  and  foreign  currencies  transactions, 
including  their  purchase  and  sale,  are  motivated  by  monetary  policy  objectives 
rather  than  profit.  Accordingly,  earnings  and  any  gains  or  losses  resulting  from  the 
sale  of  such  currencies  and  securities  are  incidental  to  the  open  market  operations 
and  do  not  motivate  its  activities  or  policy  decisions. 

U.S.  government  and  federal  agency  securities  and  investments  denominated  in 
foreign  currencies  comprising  the  SOMA  are  recorded  at  cost,  on  a  settlement-date 
basis,  and  adjusted  for  amortization  of  premiums  or  accretion  of  discounts,  on  a 
straight-line  basis.  Interest  income  is  accrued  on  a  straight-line  basis  and  is  reported 
as  “Interest  on  U.S.  government  securities”  or  “Interest  on  foreign  currencies,”  as 
appropriate.  Income  earned  on  securities  lending  transactions  is  reported  as  a  com¬ 
ponent  of  “Other  income.”  Gains  and  losses  resulting  from  sales  of  securities  are 
determined  by  specific  issues  based  on  average  cost.  Gains  and  losses  on  the  sales  of 
U.S.  government  and  federal  agency  securities  are  reported  as  “Government  securi¬ 
ties  gains,  net.”  Foreign-currency-denominated  assets  are  revalued  monthly  at 
current  market  exchange  rates  in  order  to  report  these  assets  in  U.S.  dollars.  Realized 
and  unrealized  gains  and  losses  on  investments  denominated  in  foreign  currencies 
are  reported  as  “Foreign  currency  gains  (losses)  net.”  Foreign  currencies  held 


42 


FEDERAL  RESERVE  BANK  OF  NEW  YORK 


1998  ANNUAL  REPORT 


through  FX  swaps,  when  initiated  by  the  counterparty,  and  warehousing  arrange¬ 
ments  are  revalued  monthly,  with  the  unrealized  gain  or  loss  reported  by  the  Bank 
as  a  component  of  “Other  assets”  or  “Other  liabilities,”  as  appropriate. 

Balances  of  U.S.  government  and  federal  agency  securities  bought  outright, 
investments  denominated  in  foreign  currency,  interest  income,  amortization  of 
premiums  and  discounts  on  securities  bought  outright,  gains  and  losses  on  sales  of 
securities,  and  realized  and  unrealized  gains  and  losses  on  investments  denominated 
in  foreign  currencies,  excluding  those  held  under  an  FX  swap  arrangement,  are 
allocated  to  each  Reserve  Bank.  Securities  purchased  under  agreements  to  resell  and 
the  related  premiums,  discounts,  and  income,  and  unrealized  gains  and  losses  on  the 
revaluation  of  foreign  currency  holdings  under  FX  swaps  and  warehousing  arrange¬ 
ments  are  allocated  to  the  Bank  and  not  to  other  Reserve  Banks.  Income  from 
securities  lending  transactions  is  recognized  only  by  the  lending  Reserve  Bank. 

e.  Bank  Premises  and  Equipment 

Bank  premises  and  equipment  are  stated  at  cost  less  accumulated  depreciation. 
Depreciation  is  calculated  on  a  straight-line  basis  over  estimated  useful  lives  of  assets 
ranging  from  two  to  fifty  years.  New  assets,  major  alterations,  renovations,  and 
improvements  are  capitalized  at  cost  as  additions  to  the  asset  accounts.  Maintenance, 
repairs,  and  minor  replacements  are  charged  to  operations  in  the  year  incurred. 

f.  Interdistrict  Settlement  Account 

At  the  close  of  business  each  day,  all  Reserve  Banks  and  branches  assemble  the 
payments  due  to  or  from  other  Reserve  Banks  and  branches  as  a  result  of  transac¬ 
tions  involving  accounts  residing  in  other  Districts  that  occurred  during  the  day’s 
operations.  Such  transactions  may  include  funds  settlement,  check  clearing  and 
automated  clearinghouse  (“ACH”)  operations,  and  allocations  of  shared  expenses. 
The  cumulative  net  amount  due  to  or  from  other  Reserve  Banks  is  reported  as  the 
“Interdistrict  settlement  account.” 

g.  Federal  Reserve  Notes 

Federal  Reserve  notes  are  the  circulating  currency  of  the  United  States.  These  notes 
are  issued  through  the  various  Federal  Reserve  agents  to  the  Reserve  Banks  upon 
deposit  with  such  agents  of  certain  classes  of  collateral  security,  typically  U.S.  gov¬ 
ernment  securities.  These  notes  are  identified  as  issued  to  a  specific  Reserve  Bank. 
The  Federal  Reserve  Act  provides  that  the  collateral  security  tendered  by  the  Reserve 
Bank  to  the  Federal  Reserve  Agent  must  be  equal  to  the  sum  of  the  notes  applied  for 
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by  such  Reserve  Bank.  In  accordance  with  the  Federal  Reserve  Act,  gold  certificates, 
special  drawing  rights  certificates,  U.S.  government  and  agency  securities,  loans 
allowed  under  Section  13,  and  investments  denominated  in  foreign  currencies  are 
pledged  as  collateral  for  net  Federal  Reserve  notes  outstanding.  The  collateral  value 
is  equal  to  the  book  value  of  the  collateral  tendered,  with  the  exception  of  securities, 
whose  collateral  value  is  equal  to  the  par  value  of  the  securities  tendered.  The  Board 
of  Governors  may,  at  any  time,  call  upon  a  Reserve  Bank  for  additional  security  to 
adequately  collateralize  the  Federal  Reserve  notes.  To  satisfy  their  obligation  to 
provide  sufficient  collateral  for  their  outstanding  Federal  Reserve  notes,  the  Reserve 
Banks  have  entered  into  an  agreement  that  provides  that  certain  assets  of  the  Reserve 
Banks  are  jointly  pledged  as  collateral  for  the  Federal  Reserve  notes  of  all  Reserve 
Banks.  In  the  event  that  this  collateral  is  insufficient,  the  Federal  Reserve  Act  pro¬ 
vides  that  Federal  Reserve  notes  become  a  first  and  paramount  lien  on  all  the  assets 
of  the  Reserve  Banks.  Finally,  as  obligations  of  the  United  States,  Federal  Reserve 
notes  are  backed  by  the  full  faith  and  credit  of  the  United  States  government. 

The  “Federal  Reserve  notes  outstanding,  net”  account  represents  Federal  Reserve 
notes,  reduced  by  cash  held  in  the  vaults  of  the  Bank,  of  $45,611  million  and 
$30,527  million  at  December  31,  1998,  and  December  31,  1997,  respectively. 

h.  Capital  Paid-in 

The  Federal  Reserve  Act  requires  that  each  member  bank  subscribe  to  the  capital 
stock  of  the  Reserve  Bank  in  an  amount  equal  to  6  percent  of  the  capital  and 
surplus  of  the  member  bank.  As  a  member  bank’s  capital  and  surplus  change,  its 
holdings  of  the  Reserve  Bank’s  stock  must  be  adjusted.  Member  banks  are  those 
state-chartered  banks  that  apply  and  are  approved  for  membership  in  the  System 
and  all  national  banks.  Currently,  only  one-half  of  the  subscription  is  paid-in  and 
the  remainder  is  subject  to  call.  These  shares  are  nonvoting,  with  a  par  value  of 
$100.  They  may  not  be  transferred  or  hypothecated.  By  law,  each  member  bank  is 
entitled  to  receive  an  annual  dividend  of  6  percent  on  the  paid-in  capital  stock.  This 
cumulative  dividend  is  paid  semiannually.  A  member  bank  is  liable  for  Reserve  Bank 
liabilities  up  to  twice  the  par  value  of  stock  subscribed  by  it. 

i.  Surplus 

The  Board  of  Governors  requires  Reserve  Banks  to  maintain  a  surplus  equal  to  the 
amount  ol  capital  paid-in  as  of  December  31.  This  amount  is  intended  to  provide 
additional  capital  and  reduce  the  possibility  that  the  Reserve  Banks  would  be  required 
to  call  on  member  banks  for  additional  capital.  Reserve  Banks  are  required  by  the 
Board  of  Governors  to  transfer  to  the  U.S.  Treasury  excess  earnings,  after  providing 
for  the  costs  of  operations,  payment  of  dividends,  and  reservation  of  an  amount 
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necessary  to  equate  surplus  with  capital  paid-in.  Payments  made  after  September  30, 
1998,  represent  payment  of  interest  on  Federal  Reserve  notes  outstanding. 

The  Omnibus  Budget  Reconciliation  Act  of  1993  (Public  Law  103-66, 
Section  3002)  codified  the  existing  Board  surplus  policies  as  statutory  surplus 
transfers,  rather  than  as  payments  of  interest  on  Federal  Reserve  notes,  for  federal 
government  fiscal  years  1998  and  1997  (which  began  on  October  1,  1997,  and 
October  1,  1996,  respectively).  In  addition,  the  legislation  directed  the  Reserve 
Banks  to  transfer  to  the  U.S.  Treasury  additional  surplus  funds  of  $107  million  and 
$106  million  during  fiscal  years  1998  and  1997,  respectively.  Reserve  Banks  were 
not  permitted  to  replenish  surplus  for  these  amounts  during  this  time.  The  Reserve 
Banks  made  these  transfers  on  October  1,  1997,  and  October  1,  1996,  respectively. 
The  Bank’s  share  of  the  1997  transfer  is  reported  on  the  Statements  of  Changes  in 
Capital  as  “Statutory  surplus  transfer  to  the  U.S.  Treasury.” 

In  the  event  of  losses,  payments  to  the  U.S.  Treasury  are  suspended  until  such 
losses  are  recovered  through  subsequent  earnings.  Weekly  payments  to  the  U.S. 
Treasury  vary  significantly. 

j.  Cost  of  Unreimbursed  Treasury  Services 

The  Bank  is  required  by  the  Federal  Reserve  Act  to  serve  as  fiscal  agent  and  deposi¬ 
tory  of  the  United  States.  By  statute,  the  Department  of  the  Treasury  is  permitted, 
but  not  required,  to  pay  for  these  services.  The  costs  of  providing  fiscal  agency  and 
depository  services  to  the  Treasury  Department  that  have  been  billed  but  will  not  be 
paid  are  reported  as  the  “Cost  of  unreimbursed  Treasury  services.” 

k.  Taxes 

The  Reserve  Banks  are  exempt  from  federal,  state,  and  local  taxes,  except  for  taxes 
on  real  property,  which  are  reported  as  a  component  of  “Occupancy  expense.” 

4.  U.S.  GOVERNMENT  AND  FEDERAL  AGENCY  SECURITIES 
Securities  bought  outright  and  held  under  agreements  to  resell  are  held  in  the 
SOMA  at  the  Bank.  An  undivided  interest  in  SOMA  activity,  with  the  exception  of 
securities  held  under  agreements  to  resell  and  the  related  premiums,  discounts,  and 
income,  is  allocated  to  each  Reserve  Bank  on  a  percentage  basis  derived  from 
an  annual  settlement  of  interdistrict  clearings.  The  settlement,  performed  in  April 
of  each  year,  equalizes  Reserve  Bank  gold  certificate  holdings  to  Federal  Reserve 
notes  outstanding.  The  Bank’s  allocated  share  of  SOMA  balances  was  approximately 
37.064  percent  and  32.345  percent  at  December  31,  1998,  and  December  31,  1997, 
respectively. 
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The  Bank’s  allocated  shares  of  securities  held  in  the  SOMA  at  December  31, 
1998,  and  December  31,  1997,  that  were  bought  outright  were  as  follows: 


Amount  (in 

1998 

Millions) 

1997 

Par  value: 

Federal  agency 

$  125 

$  221 

U.S.  government: 

Bills 

72,190 

63,760 

Notes 

69,641 

56,347 

Bonds 

25,750 

19,215 

Total  par  value 

167,706 

139,543 

Unamortized  premiums 

2,738 

2,005 

Unaccreted  discounts 

(1,185) 

(1,170) 

Total  allocated  to  Bank 

$169,259 

$140,378 

Total  SOMA  securities  bought  outright  were  $45 6,667  million  and  $434,001 
million  at  December  31,  1998,  and  December  31,  1997,  respectively. 

The  maturities  of  U.S.  government  and  federal  agency  securities  bought  out¬ 
right,  which  were  allocated  to  the  Bank  at  December  31,  1998,  were  as  follows: 


Par  Value  (in  Millions) 


U.S.  Government 

Federal  Agency 

Maturities  of  Securities  Held 

Securities 

Obligations 

Total 

Within  15  days 

$  429 

$  — 

$  429 

16  days  to  90  days 

36,740 

10 

36,750 

91  days  to  1  year 

53,237 

28 

53,265 

Over  1  year  to  5  years 

39,929 

22 

39,951 

Over  5  years  to  1 0  years 

16,613 

65 

16,678 

Over  10  years 

20,633 

— 

20,633 

Total 

$167,581 

$125 

$167,706 
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Securities  held  under  agreements  to  resell  at  December  31,  1998,  and 
December  31,  1997,  were  as  follows: 


Amount  (in  Millions) 

1998  1997 

Par  value: 

Federal  agency 

$10,702 

$  2,652 

U.S.  government 

19,674 

21,188 

Total  par  value 

30,376 

23,840 

Unamortized  premiums 

2,133 

996 

Unaccreted  discounts 

(265) 

(282) 

Total 

$32,244 

$24,554 

These  balances  have  been  allocated  solely  to  the  Bank.  The  resell  date  for 
securities  purchased  under  agreements  to  resell  does  not  exceed  sixty  days  after  the 
purchase  date. 

At  December  31,  1998,  and  December  31,  1997,  matched  sale-purchase  trans¬ 
actions  involving  U.S.  government  securities  with  par  values  of  $20,927  million  and 
$17,027  million,  respectively,  were  outstanding,  of  which  $7,756  million  and 
$5,507  million  were  allocated  to  the  Bank.  Matched  sale-purchase  transactions  are 
generally  overnight  arrangements. 

At  December  31,  1998,  and  December  31,  1997,  U.S.  government  securities  with 
par  values  of  $290  million  and  $887  million,  respectively,  were  loaned  by  the  Bank. 

5.  INVESTMENTS  DENOMINATED  IN  FOREIGN  CURRENCIES 

The  Bank,  on  behalf  of  the  Reserve  Banks,  holds  foreign  currency  deposits  with  for¬ 
eign  central  banks  and  the  Bank  for  International  Settlements  and  invests  in  foreign 
government  debt  instruments.  Foreign  government  debt  instruments  held  include 
both  securities  bought  outright  and  securities  held  under  agreements  to  resell.  These 
investments  are  guaranteed  as  to  principal  and  interest  by  the  foreign  governments. 

Each  Reserve  Bank  is  allocated  a  share  of  foreign-currency-denominated  assets, 
the  related  interest  income,  and  realized  and  unrealized  foreign  currency  gains 
and  losses,  with  the  exception  of  unrealized  gains  and  losses  on  FX  swaps  and 
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warehousing  transactions.  This  allocation  is  based  on  the  ratio  of  each  Reserve 
Bank’s  capital  and  surplus  to  aggregate  capital  and  surplus  at  the  preceding 
December  3 1 .  The  Banks  allocated  share  of  investments  denominated  in  foreign 
currencies  was  approximately  20.305  percent  and  22.804  percent  at  December  31, 
1998,  and  December  31,  1997,  respectively. 

The  Bank’s  allocated  shares  of  investments  denominated  in  foreign  currencies, 
valued  at  current  exchange  rates  at  December  31,  1998,  and  December  31,  1997, 
were  as  follows: 


Amount  (in  Millions) 

1998 

1997 

German  marks: 

Foreign  currency  deposits 
Government  debt  instruments 

$2,122 

$1,886 

including  agreements  to  resell 

482 

733 

Japanese  yen: 

Foreign  currency  deposits 
Government  debt  instruments 

135 

131 

including  agreements  to  resell 

1,258 

1,118 

Accrued  interest 

5 

17 

Total 

$4,002 

$3,885 

Total  investments  denominated  in  foreign  currencies  were  $19,769  million 
and  $17,046  million  at  December  31,  1998,  and  December  31,  1997,  respectively. 
The  December  31,  1998,  and  December  31,  1997,  balances  include  $15  million 
and  $3  million,  respectively,  of  unearned  interest  collected  on  certain  foreign 
currency  holdings  that  is  allocated  solely  to  the  Bank  and  is  included  in 
accrued  interest  above. 
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The  maturities  of  investments  denominated  in  foreign  currencies  that  were  allo¬ 
cated  to  the  Bank  at  December  31,  1998,  were  as  follows: 


Maturities  of  Investments 

Denominated  in  Foreign  Currencies 

Amount  (in  Millions) 

Within  1  year 

$3,808 

Over  1  year  to  5  years 

101 

Over  5  years  to  1 0  years 

93 

Over  10  years 

— 

Total 

$4,002 

At  December  31,  1998,  and  December  31,  1997,  there  were  no  open  foreign 
exchange  contracts  or  outstanding  FX  swaps.  At  December  31,  1998,  the  ware¬ 
housing  facility  was  $5,000  million,  with  zero  outstanding. 

6.  BANK  PREMISES  AND  EQUIPMENT 

A  summary  of  bank  premises  and  equipment  at  December  31,  1998,  and  December  31, 
1997,  is  as  follows: 


Amount  (in  Millions) 


1998 

1997 

Bank  premises  and  equipment: 

Land 

$  21 

$  21 

Buildings 

143 

135 

Building  machinery  and  equipment 

49 

48 

Construction  in  progress 

3 

2 

Furniture  and  equipment 

198 

221 

Subtotal 

414 

427 

Accumulated  depreciation 

(173) 

(186) 

Bank  premises  and  equipment,  net 

$241 

$241 

Note:  Depreciation  expense  was  $31  million  and  $32  million  for  the  years  ended 

December  31,  1998,  and  December  31,  1997,  respectively. 
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Bank  premises  and  equipment  at  December  31,  1998,  and  December  31,  1997, 
include  the  following  amounts  for  leases  that  have  been  capitalized: 


Amount  (in 

Millions) 

1998 

1997 

Bank  premises  and  equipment 

$  — 

$15 

Accumulated  depreciation 

— 

(14) 

Capitalized  leases,  net 

$  — 

$  1 

7.  COMMITMENTS  AND  CONTINGENCIES 

At  December  31,  1998,  the  Bank  was  obligated  under  noncancelable  leases  for 
premises  and  equipment  with  terms  ranging  from  one  to  approximately  twenty-five 
years.  These  leases  provide  for  increased  rentals  based  upon  increases  in  real  estate 
taxes,  operating  costs,  or  selected  price  indices. 

Rental  expense  under  operating  leases  for  certain  operating  facilities,  warehouses, 
and  data  processing  and  office  equipment  (including  taxes,  insurance,  and  mainte¬ 
nance  when  included  in  rent),  net  of  sublease  rentals,  was  $12  million  and  $18  mil¬ 
lion  for  the  years  ended  December  31,  1998,  and  December  31,  1997,  respectively. 
Certain  of  the  Bank’s  leases  have  options  to  renew. 

Future  minimum  rental  payments  under  noncancelable  operating  leases,  net  of 
sublease  rentals  with  terms  of  one  year  or  more,  at  December  31,  1998,  were: 


Amount  (in  Millions) 

1999 

$  5.1 

2000 

5.2 

2001 

4.6 

2002 

4.4 

2003 

5.0 

Thereafter 

117.9 

$142.2 
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At  December  31,  1998,  there  were  no  other  commitments  and  long-term 
obligations  in  excess  of  one  year. 

Under  the  Insurance  Agreement  of  the  Federal  Reserve  Banks  dated  June  7, 
1994,  each  of  the  Reserve  Banks  has  agreed  to  bear,  on  a  per  incident  basis,  a 
pro  rata  share  of  losses  in  excess  of  1  percent  of  the  capital  of  the  claiming  Reserve 
Bank,  up  to  50  percent  of  the  total  capital  and  surplus  of  all  Reserve  Banks.  Losses 
are  borne  in  the  ratio  that  a  Reserve  Bank’s  capital  bears  to  the  total  capital  of 
all  Reserve  Banks  at  the  beginning  of  the  calendar  year  in  which  the  loss  is  shared. 
No  claims  were  outstanding  under  such  agreement  at  December  31,  1998,  or 
December  31,  1997. 

The  Bank  is  involved  in  certain  legal  actions  and  claims  arising  in  the  ordinary 
course  of  business.  Although  it  is  difficult  to  predict  the  ultimate  outcome  of  these 
actions,  in  management’s  opinion,  based  on  discussions  with  counsel,  the  afore¬ 
mentioned  litigation  and  claims  will  be  resolved  without  material  adverse  effect  on 
the  financial  position  or  results  of  operations  of  the  Bank. 

8.  RETIREMENT  AND  THRIFT  PLANS 
Retirement  Plans 

The  Bank  currently  offers  two  defined  benefit  retirement  plans  to  its  employees, 
based  on  length  of  service  and  level  of  compensation.  Substantially  all  of  the  Banks’ 
employees  participate  in  the  Retirement  Plan  for  Employees  of  the  Federal  Reserve 
System  (“System  Plan”)  and  the  Benefit  Equalization  Retirement  Plan  (“BEP”). 

The  System  Plan  is  a  multi-employer  plan  with  contributions  fully  funded  by 
participating  employers.  No  separate  accounting  is  maintained  of  assets  con¬ 
tributed  by  the  participating  employers.  The  Federal  Reserve  Bank  of  New  York 
acts  as  the  sponsor  of  this  plan.  The  prepaid  pension  cost  includes  amounts  related 
to  employees  participating  in  the  plans  from  the  twelve  Reserve  Banks,  the  Board 
of  Governors,  and  the  Plan  Administrative  Office. 
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Following  is  a  reconciliation  of  the  beginning  and  ending  balances  of  the  System 
Plan  benefit  obligation: 


Amount  (in  Millions) 

1998  1997 

Estimated  actuarial  present  value  of  projected 

benefit  obligation  at  January  1 

$2,476 

$2,270 

Service  cost — benefits  earned  during  the  period 

79 

71 

Interest  cost  on  projected  benefit  obligation 

169 

160 

Actuarial  loss 

140 

80 

Contributions  by  plan  participants 

4 

4 

Benefits  paid 

(125) 

(117) 

Special  termination  benefits 

— 

4 

Plan  amendments 

31 

4 

Estimated  actuarial  present  value 
of  projected  benefit  obligation 

at  December  3 1 

$2,774 

$2,476 

During  1997,  a  special  retirement  program  was  offered  by  one  of  the  employers 
to  employees  who  were  eligible  to  retire  in  1998. 
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Following  is  a  reconciliation  showing  the  beginning  and  ending  balances  of  the 
System  Plan  assets,  the  funded  status,  and  the  prepaid  pension  benefit  cost: 


Amount  (in  Millions) 

1998 

1997 

Estimated  fair  value  of  plan  assets  at  January  1 

$5,031 

$4,157 

Actual  return  on  plan  assets 

888 

904 

Contributions  by  employer 

— 

83 

Contributions  by  plan  participants 

4 

4 

Benefits  paid 

(125) 

(117) 

Estimated  fair  value  of  plan  assets 

at  December  31 

$5,798 

$5,031 

Funded  status 

3,024 

2,555 

Unrecognized  initial  net  transition  (obligation) 

(136) 

(181) 

Unrecognized  prior  service  cost 

152 

135 

Unrecognized  net  actuarial  (gain) 

(1,549) 

(1,307) 

Prepaid  pension  benefit  cost 

$1,491 

$  1,202 

Note:  Prepaid  pension  benefit  cost  is  reported  as  “Federal  Reserve  System 

prepaid  pension  benefit  cost.” 

The  weighted-average  assumptions  used  in 
obligation  for  the  System  Plan  are  as  follows: 

developing  the 

pension  benefit 

1998 

1997 

Discount  rate 

6.25% 

7.00% 

Expected  long-term  rate  of  return 
on  plan  assets 

9.00% 

9.00% 

Rate  of  compensation  increase 

4.25% 

5.00% 
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The  components  of  the  net  periodic  pension  benefit  credit  for  the  System  Plan 
as  of  December  31,  1998,  and  December  31,  1997,  are  shown  below: 


Amount  (in  Millions) 

1998  1997 


Service  cost — benefits  earned  during  the  period 

$  79 

$  71 

Interest  cost  on  projected  benefit  obligation 

169 

160 

Amortization  of  initial  net  transition  obligation 

(45) 

(46) 

Amortization  of  prior  service  cost 

15 

13 

Recognized  net  (gain) 

(59) 

(34) 

Expected  return  on  plan  assets 

(448) 

(369) 

Cost  of  special  termination  benefits 

— 

4 

Net  periodic  pension  benefit  (credit) 

$(289) 

$(201) 

Note:  Net  periodic  pension  benefit  (credit)  is  reported  as  “Net  periodic 
pension  credit.” 


The  Reserve  Banks’  projected  benefit  obligation  and  net  pension  costs  for  the 
BEP  at  December  31,  1998,  and  December  31,  1997,  and  for  the  years  then  ended, 
are  not  material. 

Thrift  Plan 

Employees  of  the  Reserve  Banks  may  also  participate  in  the  defined  contribution 
Thrift  Plan  for  Employees  of  the  Federal  Reserve  System  (“Thrift  Plan”).  The 
Bank’s  Thrift  Plan  contributions  totaled  $9  million  for  each  of  the  years  ended 
December  31,  1998,  and  December  31,  1997,  respectively,  and  are  reported  as  a 
component  of  “Salaries  and  other  benefits.” 
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9.  POSTRETIREMENT  BENEFITS  OTHER  THAN  PENSIONS 
AND  POSTEMPLOYMENT  BENEFITS 

Postretirement  Benefits  Other  Than  Pensions 

In  addition  to  the  Bank’s  retirement  plans,  employees  who  have  met  certain  age  and 
length  of  service  requirements  are  eligible  for  both  medical  benefits  and  life  insur¬ 
ance  coverage  during  retirement. 

The  Bank  funds  benefits  payable  under  the  medical  and  life  insurance  plans  as 
due  and,  accordingly,  has  no  plan  assets.  Net  postretirement  benefit  cost  is  actuari- 
ally  determined  using  a  January  1  measurement  date. 


Following  is  a  reconciliation  of  the  beginning  and  ending  balances  of  the 
benefit  obligation: 


Amount  (in 

Millions) 

1998 

1997 

Accumulated  postretirement  benefit  obligation 
at  January  1 

$121.0 

$116.6 

Service  cost — benefits  earned  during  the  period 

2.8 

2.9 

Interest  cost  of  accumulated  benefit  obligation 

7.7 

8.1 

Actuarial  loss  (gain) 

3.0 

(1.3) 

Contributions  by  plan  participants 

0.4 

0.4 

Benefits  paid 

(5.7) 

(5.7) 

Accumulated  postretirement  benefit 
obligation  at  December  31 

$129.2 

$121.0 
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Following  is  a  reconciliation  of  the  beginning  and  ending  balances  ol  the  plan 
assets,  unfunded  postretirement  benefit  obligation,  and  the  accrued  postretirement 
benefit  cost: 


Amount  (in  Millions) 

1998  1997 

Fair  value  of  plan  assets  at  January  1 

$  — 

$  — 

Actual  return  on  plan  assets 

— 

— 

Contributions  by  the  employer 

5.3 

5.3 

Contributions  by  plan  participants 

0.4 

0.4 

Benefits  paid 

(5.7) 

(5.7) 

Fair  value  of  plan  assets  at  December  3 1 

$  — 

$  — 

Unfunded  postretirement  benefit  obligation 

129.2 

121.0 

Unrecognized  initial  net  transition  asset 

(obligation) 

— 

— 

Unrecognized  prior  service  cost 

0.9 

1.0 

Unrecognized  net  actuarial  gain 

1.9 

5.1 

Accrued  postretirement  benefit  cost 

$132.0 

$127.1 

Note:  Accrued  postretirement  benefit  cost  is 

reported  as 

a  component  of 

“Accrued  benefit  cost.” 

The  weighted-average  assumption  used  in 

developing  the  postretirement 

benefit  obligation  as  of  December  31,  1998,  and  December  31, 

1997,  is  as  follows: 

1998 

1997 

Discount  rate 

6.25% 

7.00% 

For  measurement  purposes,  an  8.5  percent  annual  rate  of  increase  in  the  cost  of 
covered  health  care  benefits  was  assumed  for  1999.  Ultimately,  the  health  care  cost 
trend  rate  is  expected  to  decrease  gradually  to  4.75  percent  by  2006,  and  remain  at 
that  level  thereafter. 
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Assumed  health  care  cost  trend  rates  have  a  significant  effect  on  the  amounts 
reported  for  health  care  plans.  A  one-percentage-point  change  in  assumed 
health  care  cost  trend  rates  would  have  the  following  effects  for  the  year  ended 
December  31,  1998: 


Amount  (in  Millions) 

One- Percentage- 
Point  Increase 

One-Percentage- 
Point  Decrease 

Effect  on  aggregate  of  service  and  interest 
cost  components  of  net  periodic 
postretirement  benefit  cost 

$  2.0 

$  (2.0) 

Effect  on  accumulated  postretirement 
benefit  obligation 

$21.8 

$(21.9) 

The  following  is  a  summary  of  the  components  of  net  periodic  postretirement 
benefit  cost  for  the  years  ended  December  31,  1998,  and  December  31,  1997: 

Amount  (in  Millions) 


1998  1997 


Service  cost — benefits  earned  during  the  period 

$  2.8 

$  3.0 

Interest  cost  of  accumulated  benefit  obligation 

7.7 

8.1 

Amortization  of  prior  service  cost 

(0.1) 

(0.1) 

Recognized  net  actuarial  gain 

(0.2) 

— 

Net  periodic  postretirement  benefit  cost 

$10.2 

$11.0 

Note:  Net  periodic  postretirement  benefit  cost 
“Salaries  and  other  benefits.” 

is  reported  as 

a  component  of 
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Postemployment  Benefits 

The  Reserve  Banks  offer  benefits  to  former  or  inactive  employees.  Postemployment 
benefit  costs  are  actuarially  determined  and  include  the  cost  of  medical  and  dental 
insurance,  survivor  income,  and  disability  benefits.  Costs  were  projected  using  the 
same  discount  rate  and  health  care  trend  rates  as  were  used  for  projecting  post¬ 
retirement  costs.  The  accrued  postemployment  benefit  costs  recognized  by  the  Bank 
at  December  31,  1998,  and  December  31,  1997,  were  $19  million  and  $16  million, 
respectively.  This  cost  is  included  as  a  component  of  “Accrued  benefit  cost.”  Net 
periodic  postemployment  benefit  costs  included  in  1998  and  1997  operating 
expenses  were  $5  million  and  $4  million,  respectively. 
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CHANGES  IN  DIRECTORS 
1999 


Member  banks  in  this  District  elected 
RICHARD  L.  CARRION  a  class  A  director 
of  this  Bank  for  a  three-year  term  beginning 
January  1999.  Mr.  Carrion  is  Chairman, 
President,  and  Chief  Executive  Officer  of 
Popular,  Inc.,  San  Juan,  P.R.  Mr.  Carrion 
succeeds  Robert  G.  Wilmers,  Chairman  and 
Chief  Executive  Officer  of  Manufacturers  and 
Traders  Trust  Company,  Buffalo,  N.Y.,  who 
served  as  a  class  A  director  since  January  1993. 
Prior  to  that,  Mr.  Wilmers  served  as  a  director 
of  this  Bank’s  Buffalo  Branch  from  1989 
through  1991. 

Member  banks  in  this  District  reelected 
RONAY  MENSCHEL  a  class  B  director  of 
this  Bank  for  a  three-year  term  beginning 
January  1999.  Ms.  Menschel,  who  is 
President  of  Phipps  Houses,  New  York,  N.Y., 
has  been  serving  as  a  class  B  director  since 
March  1998. 

The  Board  of  Governors  of  the  Federal 
Reserve  System  redesignated  JOHN  C. 
WHITEHEAD  Chairman  of  the  Board  and 
Federal  Reserve  Agent  for  the  year  1999. 
Mr.  Whitehead,  who  is  a  former  chairman  of 
Goldman,  Sachs  &  Co.,  Inc.,  New  York,  N.Y., 
has  been  serving  as  a  class  C  director  since 
September  1995  and  as  Chairman  and  Federal 
Reserve  Agent  since  January  1996. 


The  Board  of  Governors  also  reappointed 
PETER  G.  PETERSON  a  class  C  director  of 
this  Bank  for  a  three-year  term  beginning 
January  1999  and  redesignated  him  Deputy 
Chairman  for  the  year  1999.  Mr.  Peterson, 
who  is  Chairman  of  The  Blackstone  Group, 
New  York,  N.Y.,  has  been  serving  as  a  class  C 
director  since  January  1996  and  as  Deputy 
Chairman  since  November  1998. 

BUFFALO  BRANCH 

The  Board  of  Governors  reappointed 
BAL  DIXIT  a  director  of  the  Buffalo  Branch 
for  a  three-year  term  beginning  January  1999, 
and  the  Board  of  Directors  of  this  Bank  redes¬ 
ignated  him  Chairman  of  the  Board  of  the 
Buffalo  Branch  for  the  year  1999.  Mr.  Dixit, 
who  is  President  and  Chief  Executive  Officer 
of  Newtex  Industries,  Inc.,  Victor,  N.Y.,  has 
been  serving  as  a  director  of  the  Branch  since 
January  1996  and  as  Chairman  of  the  Branch 
Board  since  January  1997. 

The  Board  of  Governors  reappointed 
KATHLEEN  R.  WHELEFIAN  a  director  of 
the  Buffalo  Branch  for  a  three-year  term  begin¬ 
ning  January  1999.  Ms.  Whelehan,  who  is 
Executive  Vice  President,  Consumer  Finance 
Division,  Marine  Midland  Bank,  Buffalo, 
N.Y.,  has  been  a  director  of  the  Branch  since 
December  1996. 
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DIRECTORS  OF  THE  FEDERAL  RESERVE  BANK 
OF  NEW  YORK 


DIRECTORS  TERM  EXPIRES  DEC.  31  CLASS 

ROBERT  G.  WILMERS  1998  A 

Chairman  and  Chief  Executive  Officer 

Manufacturers  and  Traders  Trust  Company,  and 

President  and  Chief  Executive  Officer 

M&T  Bank  Corporation,  Buffalo,  N.Y. 

GEORGE  W.  HAMLIN,  IV  1999  A 

President  and  Chief  Executive  Officer 

The  Canandaigua  National  Bank  and  Trust  Company, 

Canandaigua,  N.Y. 

WALTER  V.  SHIPLEY  2000  A 

Chairman  and  Chief  Executive  Officer 

The  Chase  Manhattan  Corporation  and  The  Chase  Manhattan  Bank, 

New  York,  N.Y. 

RONAY  MENSCHEL  1998  B 

President 

Phipps  Houses,  New  York,  N.Y. 

ANN  M.  FUDGE  1999  B 

Executive  Vice  President 
Kraft  Foods,  Inc.,  and 
President 

Coffee  &  Cereals  Division,  Tarrytown,  N.Y. 

EUGENE  R.  McGRATH  2000  B 

Chairman,  President,  and  Chief  Executive  Officer 

Consolidated  Edison  Company  of  New  York,  Inc.,  New  York,  N.Y. 

PETER  G.  PETERSON,  Deputy  Chairman  1998  C 

Chairman 

The  Blackstone  Group,  New  York,  N.Y. 

JOHN  C.  WHITEHEAD,  Chairman  and  Federal  Reserve  Agent  1999  C 

Former  Chairman 

Goldman,  Sachs  &  Co.,  Inc.,  New  York,  N.Y. 

VACANCY  2000  C 
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Buffalo  Branch 


BAL  DIXIT,  Chairman  1998 

President  and  Chief  Executive  Officer 
Newtex  Industries,  Inc.,  Victor,  N.Y. 

KATHLEEN  R.  WHELEHAN  1998 

Executive  Vice  President,  Consumer  Finance  Division 
Marine  Midland  Bank,  Buffalo,  N.Y. 

PATRICK  P.  LEE  1999 

Chairman  and  Chief  Executive  Officer 

International  Motion  Control,  Inc.,  Orchard  Park,  N.Y. 

LOUISE  WOERNER  1999 

Chairman  and  Chief  Executive  Officer 
HCR,  Rochester,  N.Y. 

MARK  W.  ADAMS  2000 

Operator 

Adams  Poultry  Farm,  Naples,  N.Y. 

WILLIAM  E.  SWAN  2000 

President  and  Chief  Executive  Officer 
Lockport  Savings  Bank,  Lockport,  N.Y. 

LOUIS  J.  THOMAS  2000 

Director,  District  4 

United  Steelworkers  of  America,  Cheektowaga,  N.Y. 
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ADVISORY  GROUPS 

FEDERAL  ADVISORY  COUNCIL 


Second  District  Member 

DOUGLAS  A.  WARNER  III 

Chairman,  President,  and  Chief  Executive  Officer 

J.P.  Morgan  &  Co.  Incorporated,  New  York,  N.Y. 

Alternate  Member 

MICHAEL  E.  PATTERSON 

Vice  Chairman 

J.P.  Morgan  &  Co.  Incorporated,  New  York,  N.Y. 

ECONOMIC  ADVISORY  PANEL 

JAMES  ANNABLE 

Bank  One  Corporation 

PETER  B.  KENEN 

Princeton  University 

BEN  S.  BERNANKE 

Princeton  University 

MICKEY  LEVY 

NationsBanc  Montgomery  Securities 

RUDIGER  W.  DORNBUSCH 

Massachusetts  Institute  of  Technology 

FREDERIC  MISHKIN 

Columbia  University 

MARTIN  S.  FELDSTEIN 

Harvard  University 

ROBERT  J.  SHILLER 

Yale  University 

BENJAMIN  M.  FRIEDMAN 

Harvard  University 

WILLIAM  L.  SILBER 

New  York  University 

GLENN  HUBBARD 

Columbia  University 

JOHN  TAYLOR 

Stanford  University 

ADVISORY  COUNCIL  ON  SMALL  BUSINESS  AND  AGRICULTURE 


Chairman 

BARBARA  B.  ROBERTS 

President 

Roberts  &  Company,  New  York,  N.Y. 

LORI  NORTHRUP 

President 

Stride  Tool,  Inc.,  Ellicottville,  N.Y. 

JOEL  CARTUN 

President  and  Chief  Executive  Officer 

Vestcom  International  Inc.,  Lyndhurst,  N.J. 

PETER  POWERS 

President  and  Chief  Executive  Officer 

Clearplass  Containers,  Inc.,  Penn  Yan,  N.Y. 

MAGGIE  DELIA 

Chief  Executive  Officer 

Space  Age  Aviation,  Inc.,  Franklin  Lakes,  N.J. 

MARGARET  ROWLETT 

President 

A-l  Resources,  Providence,  N.J. 

PETER  D.  HANKS 

Big  Green  Farms,  Salem,  N.Y. 

CRAIG  YUNKER 

CY  Farms,  Elba,  N.Y. 

DAVID  LANDSBERGER 

President 

Bel-Art  Products,  Pequannock,  N.J. 
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EMILIO  BOTIN 

President 

Banco  Santander,  S.A. 

Santander,  Spain 

WILLIAM  J.  BRODSKY 
Chairman  and  Chief  Executive  Officer 
Chicago  Board  Options  Exchange 
Chicago,  Ill. 

DR.  ULRICH  CARTELLIERI 
Member  of  the  Supervisory  Board 
Deutsche  Bank  AG 
Frankfurt,  Germany 

JON  S.  CORZINE 
Co-Chairman  and  Senior  Partner 
Goldman,  Sachs  &  Co.,  Inc. 

New  York,  N.Y. 

RICHARD  A.  GRASSO 
Chairman  and  Chief  Executive  Officer 
New  York  Stock  Exchange,  Inc. 

New  York,  N.Y. 

ING.  RICARDO  GUAJARDO  TOUCHE 
Chief  Executive  Officer 
Bancomer,  S.A. 

Mexico  City,  Mexico 

GERD  HAUSLER 

Member  of  the  Board  of Managing  Directors 
Dresdner  Bank  Aktiengesellschaft 
Frankfurt,  Germany 

JOHN  G.  HEIMANN 
Chairman,  Financial  Stability  Institute 
Bank  for  International  Settlements 
New  York,  N.Y. 

P.  JAN  KALFF 

Chairman  of  the  Managing  Board 
ABN  AMRO  Bank  N.V. 

Amsterdam,  the  Netherlands 

HENRY  KAUFMAN 
President 

Henry  Kaufman  &  Company,  Inc. 

New  York,  N.Y. 


YOH  KUROSAWA 

Chairman  of  the  Board  of  Directors 

The  Industrial  Bank  of  Japan,  Ltd. 

Tokyo,  Japan 

DR.  THE  HONORABLE  DAVID  K.  P.  LI 
Deputy  Chairman  and  Chief  Executive 
The  Bank  of  East  Asia,  Limited 
Hong  Kong,  China 

KENNETH  LIPPER 
Chairman 

Lipper  &  Company,  L.  P. 

New  York,  N.Y. 

TOSHIO  MORIKAWA 
Chairman  of  the  Board 
The  Sumitomo  Bank,  Limited 
Tokyo,  Japan 

FRANK  N.  NEWMAN 
Chairman  and  Chief  Executive  Officer 
Bankers  Trust  Company 
New  York,  N.Y. 

MARCEL  OSPEL 

President  and  Group  Chief  Executive  Officer 
UBS  AG 

Zurich,  Switzerland 

MICHEL  J.  D.  PEBEREAU 
Chairman  and  Chief  Executive  Officer 
Banque  Nationale  de  Paris 
Paris,  France 

H.  ONNO  RUDING 
Vice  Chairman  and  Director 
Citibank,  N.A. 

New  York,  N.Y. 

WALTER  V.  SHIPLEY 
Chairman  and  Chief  Executive  Officer 
The  Chase  Manhattan  Corporation 
New  York,  N.Y. 

KURT  F.  VIERMETZ 

Vice  Chairman  (Retired)  and  Member  of  the  Board 
J.P.  Morgan  &  Co.,  Incorporated 
New  York,  N.Y. 


66 


FEDERAL  RESERVE  BANK  OF  NEW  YORK 


1998  ANNUAL  REPORT 


INTERNATIONAL  CAPITAL  MARKETS 

ALLEN  D.  WHEAT 

Chairman  and  Chief  Executive  Offcer 

Credit  Suisse  First  Boston,  Inc. 

New  York,  N.Y. 


ADVISORY  COMMITTEE  (Continued) 

GIANNI  G.  ZANDANO 
Chairman 

Istituto  Bancario  San  Paolo  di  Torino 
Torino,  Italy 


THRIFT  INSTITUTIONS  ADVISORY  PANEL 


THOMAS  L.  CLARK,  JR. 

President  and  Chief  Executive  Officer 
Carver  Federal  Savings  Bank 
New  York,  N.Y. 

GEORGE  L.  ENGELKE,  JR. 

Chairman ,  President,  and  Chief  Executive  Officer 
Astoria  Federal  Savings  and  Loan  Association 
Lake  Success,  N.Y. 

EDWARD  C.  GIBNEY 
President 

Boiling  Springs  Savings  Bank 
Rutherford,  N.J. 

LEONARD  S.  GUDELSKI 
Chairman  and  Chief  Executive  Officer 
Hudson  City  Savings  Bank 
Paramus,  N.J. 


CHARLES  J.  HAMM 

Chairman,  President,  and  Chief  Executive  Officer 
Independence  Community  Bank 
Brooklyn,  N.Y. 

KATHRYN  S.  HEAD 
President 

First  Financial  Savings,  SLA 
Woodbridge,  N.J. 

JOSEPH  P.  HERBST 
President  and  Chief  Executive  Officer 
Empire  Corporate  Federal  Credit  Union 
Albany,  N.Y. 

WILLIAM  E.  SWAN 
President  and  Chief  Executive  Officer 
Lockport  Savings  Bank 
Lockport,  N.Y. 
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OFFICERS  OF  THE  FEDERAL  RESERVE  BANK 
OF  NEW  YORK 

(As  of  December  31,  1998) 


WILLIAM  J.  McDONOUGH,  President 


THOMAS  C.  BAXTER,  JR.,  General  Counsel  and 
Executive  Vice  President,  Legal 

STEPHEN  G.  CECCHETTI,  Executive  Vice  President 
and  Director  of  Research,  Research  and  Market  Analysis 

TERRENCE  J.  CHECKI,  Executive  Vice  President, 
Emerging  Markets  and  International  Affairs 

SUZANNE  CUTLER,  Executive  Vice  President, 
Administrative  Services 

ADMINISTRATIVE  SERVICES  GROUP 

SUZANNE  CUTLER,  Executive  Vice  President 

Accounting 

NIRMAL  V.  MANERIKAR,  Vice  President 

Human  Resources 

ROBERT  C.  SCRIVANI,  Senior  Vice  President 
ELIZABETH  G.  MINDLIN,  Vice  President 
GERALD  L.  STAGG,  M.D.,  Medical  Director 
EVELYN  E.  RENDER,  Assistant  Vice  President 

Planning  and  Control 

FRANK  C.  EISEMAN,  Vice  President 

ROBERT  M.  POFSKY,  Assistant  Vice  President 

Service 

ROBERT  V.  MURRAY,  Vice  President 
MARTIN  P.  CUSICK,  Assistant  Vice  President 


CHESTER  B.  FELDBERG,  Executive  Vice  President, 
Bank  Supervision 

PETER  R.  FISHER,  Executive  Vice  President,  Markets 

KATHLEEN  A.  O’NEIL,  Executive  Vice  President, 
Financial  Services 

ISRAEL  SENDROVIC,  Executive  Vice  President, 
Automation  and  Systems  Services 


LEON  R.  HOLMES,  Assistant  Vice  President 

RONA  B.  STEIN,  Assistant  Vice  President 
SHARON  T.  WONG,  Assistant  Vice  President 
JoANNE  M.  VALKOVIC,  Human  Resources  Officer 


JANE  W.  THOMAS,  Planning  and  Control  Officer 


JOSEPH  R.  PRANCL,  JR.,  Services  Officer 
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AUDIT 


DAVID  J.  SHEEHE,  General  Auditor  and 
Senior  Vice  President 

ROBERT  J.  AMBROSE,  Assistant  General  Auditor 
IRA  M.  LEVINSON,  Assistant  Vice  President 

AUTOMATION  AND  SYSTEMS  SERVICES 
ISRAEL  SENDROVIC,  Executive  Vice  President 

Automation  Planning  and  Support 
JAMES  H.  GAVER,  Vice  President 

Building  Services 

DONALD  J.  ROHRBACH,  Assistant  Vice  President 
JASON  M.  STERN,  Assistant  Vice  President 

Electronic  Security 

RALPH  A.  CANN  III,  Senior  Vice  President 
PAUL  S.  RAINES,  Vice  President 

Information  Technology 

RALPH  A.  CANN  III,  Senior  Vice  President 

PATRICIA  Y.  JUNG,  Senior  Vice  President 
MAUREEN  G.  COZZI,  Vice  President 
MICHAEL  J.  RECUPERO,  Vice  President 
STANLEY  BARWINSKI,  Assistant  Vice  President 

Network  and  Data  Center  Operations 
RALPH  A.  CANN  III,  Senior  Vice  President 

PATRICIA  Y.  JUNG,  Senior  Vice  President 
PETER  J.  FULLEN,  Vice  President 
JEFFREY  C.  BLYE,  Assistant  Vice  President 


EDWARD  J.  CHURNEY,  Audit  Officer 
VICTORIA  MICHITSCH,  Audit  Officer 
DAVID  A.  TICK,  Audit  Officer 

GROUP 


NAHLA  S.  ALY,  Automation  Officer  ' 

EDWARD  F.  FIALL,  Building  Services  Officer 
RICHARD  L.  PRISCO,  Building  Services  Officer 

RIC1HLARD  P.  PASSADIN,  Assistant  Vice  President 


ISAAC  B.  OBSTFELD,  Assistant  Vice  President 
HARRY  M.  ZIMBALIST,  Assistant  Vice  President 
CHRISTOPHER  M.  KELL,  Automation  Officer 
JEFFREY  KLEIN,  Automation  Officer 
FRANCES  H.  RATNER,  Automation  Officer 

PETER  M.  GORDON,  Assistant  Vice  President 
GERARD  P.  COLLINS,  Automation  Officer 
LEONARD  FRIEDMAN,  Automation  Officer 
LENNOX  A.  MYRIE,  Automation  Officer 


^  On  leave  of  absence. 
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Systems  Development 

RALPH  A.  CANN  III,  Senior  Vice  President 

MARIE  J.  VEIT,  Assistant  Vice  President 

OM  P.  BAGARLA,  Senior  Vice  President 

MIRIAM  I.  VIDAL,  Assistant  Vice  President 

CLAUDIA  H.  COUCH,  Vice  President 

SHUET  H.  DONG,  Automation  Officer 

MONIKA  K.  NOVIK,  Vice  President 

IRA  KAHNER,  Automation  Officer 

SCOTT  J.  CHASANOFF,  Assistant  Vice  President 

CHIN  YEH,  Automation  Officer 

PETER  SMEJKAL,  Assistant  Vice  President 

Transition  Management 

JAMES  H.  GAVER,  Vice  President 

BANK  SUPERVISION  GROUP 

CHESTER  B.  FELDBERG,  Executive  Vice  President 

Advisory  and  Technical  Services 

CHRISTINE  M.  CUMMING,  Senior  Vice  President 

LORETTA  C.  BURKE,  Examining  Officer 

SARAH  J.  DAHLGREN,  Vice  President 

WILLIAM  C.  FRANCIS,  SR.,  Examining  Officer 

GEORGE  R.  JUNCKER,  Vice  President 

JOSEPH  L.  GALATI II,  Examining  Officer 

ROBERT  W.  DABBS,  Assistant  Vice  President 

RICHARD  HEESELER,  Examining  Officer 

KAUSAR  HAMDANI,  Assistant  Vice  President 

JAMES  KEOGH,  Examining  Officer 

STEFAN  WALTER,  Assistant  Vice  President 

THOMAS  WINES,  Examining  Officer 

HANS  W.  WOLPERS,  Assistant  Vice  President 

BARBARA  J.  YELCICH,  Examining  Officer 

IRA  S.  ADLER,  Bank  Supervision  Officer 


Bank  Analysis 

CHRISTINE  M.  CUMMING,  Senior  Vice  President 

KIM  P.  OLSON,  Bank  Supervision  Officer 

Banking  Applications 

BETSY  B.  WHITE,  Senior  Vice  President 

JAY  B.  BERNSTEIN,  Bank  Supervision  Officer 

^  On  leave  of  absence. 
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Banking  Trends 

FRED  C.  HERRIMAN,  JR.,  Senior  Vice  President 
MAUREEN  F.  LeBLANC,  Assistant  Vice  President 
GINA  R.  AUBE,  Bank  Supervision  Officer 

Career  Development 

JAMES  K.  HODGETTS,  Senior  Vice  President 

Compliance  Examinations 

JAMES  K.  HODGETTS,  Senior  Vice  President 

ASSUNTA  MUGLIA,  Assistant  Vice  President 

BRIAN  E.  EARLY,  Examining  Officer 

Financial  Examinations 

CHRISTOPHER  J.  McCURDY,  Senior  Vice  President 
ROBERT  A.  O’SULLIVAN,  Senior  Vice  President 
RONA  POCKER,  Senior  Vice  President 
WILLIAM  L.  RUTLEDGE,  Senior  Vice  President 
BRIAN  L.  PETERS,  Vice  President 
MARIO  ABBATTISTA,  Assistant  Vice  President 
BERNARD  JACOBS,  Assistant  Vice  President 
THOMAS  A.  ORAVEZ,  Assistant  Vice  President 
JOHN  G.  RICKETTI,  Assistant  Vice  President 
ALBERT  TOSS,  Assistant  Vice  President 
WALTER  W.  ZUNIC,  Assistant  Vice  President 
ARTHUR  ANGULO,  Examining  Officer 
CAROLINE  J.  BOYCE,  Examining  Officer 
GREGORY  K.  CARROLL,  Examining  Officer 


RICHARD  H.  MEAD,  Bank  Supervision  Officer 
LISA  M.  STEPHENS,  Examining  Officer 


NICHOLAS  FARCO,  Examining  Officer 
CURTIS  C.  JOHNSON,  Examining  Officer 
JANICE  OSER,  Bank  Supervision  Officer 

ANTHONY  O.  CIRILLO,  Examining  Officer 
T.  STUART  DESCH,  Examining  Officer 
DAVID  G.  DUDLEY,  Examining  Officer 
CARMINE  GIOIOSO,  Examining  Officer 
JOHN  A.  GRECO,  Examining  Officer 
ALEXANDER  HATZOPOULOS,  Examining  Officer 
JOHN  HEINZE,  Examining  Officer 
DENNIS  A.  HERBST,  Examining  Officer 
LEROY  McNALLY,  Examining  Officer 
JOHN  F.  REYNOLDS,  Examining  Officer 
JOHN  J.  RUOCCO,  Examining  Officer 
MARK  C.  SCAPP,  Examining  Officer 
LISA  M.  STEPHENS,  Examining  Officer 
JENNIFER  R.  ZARA,  Examining  Officer 
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Supervision  Support 

ELAINE  D.  MAURIELLO,  Senior  Vice  President 
NATHAN  BEDNARSH,  Assistant  Vice  President 
MARK  E.  MINDLIN,  Assistant  Vice  President 
ALBERT  J.  RUBBO,  Assistant  Vice  President 

Transition  Management 

NANCY  BERCOVICI,  Senior  Vice  President 

ROSEANN  STICHNOTH,  Vice  President 


MARGARET  E.  BRUSH,  Bank  Supervision  Officer 
STEVEN  J.  MANZARI,  Bank  Supervision  Officer 
JEANNETTE  M.  PODGORSK1,  Bank  Supervision  Officer 


SHARON  FONG,  Bank  Supervision  Officer 


EMERGING  MARKETS  AND  INTERNATIONAL  AFFAIRS  GROUP 
TERRENCE  J.  CHECKI,  Executive  Vice  President 

Development  Studies  and  Foreign  Research 

LAWRENCE  M.  SWEET,  Vice  President  JOHN  J.  CLARK,  JR.,  International  Officer 

Financial  Markets  and  Institutions 

B.  GERARD  DAGES,  Assistant  Vice  President  DANIEL  P.  KINNEY,  International  Officer 

International  Affairs 

MICHELE  S.  GODFREY,  Senior  Vice  President  HOWARD  J.  HOWE,  International  Affairs  Officer 


EXECUTIVE  OFFICE 
WILLIAM  J.  McDONOUGH,  President 

Credit  and  Risk  Management 

JOHN  M.  EIGHMY,  Senior  Vice  President  LORRAINE  J.  PRENTIS,  Assistant  Vice  President 

DONALD  R.  ANDERSON,  Assistant  Vice  President 
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East  Rutherford  Operations  Center 

LAURENCE  C.  BONNEMERE,  Chief 
Administrative  Officer 

Equal  Employment  Opportunity  Office 
WILLENE  A.  JOHNSON,  Vice  President 

Internal  Consultancy  and  Risk  Management 
JOHN  M.  EIGHMY,  Senior  Vice  President 

Office  of  Corporate  Consultancy 
JOHN  M.  EIGHMY,  Senior  Vice  President 

Office  of  Regional  and  Community  Affairs 
PETER  BAKSTANSKY,  Senior  Vice  President 

Public  Information 

PETER  BAKSTANSKY,  Senior  Vice  President 
STEVEN  R.  MALIN,  Assistant  Vice  President 

Secretary’s  Office 

JAMES  R.  HENNESSY,  Secretary 

HILDON  G.  JAMES,  Assistant  Vice  President 

Wholesale  Payments  Product  Office 

DARA  HUNT,  Senior  Vice  President  and 
Wholesale  Payments  Product  Manager 

ELIZABETH  IRWIN-McCAUGHEY,  Vice  President 

Year  2000  Office 

JANET  K.  ROGERS,  Vice  President 


JOSEPH  D.  J.  DeMARTINI,  JR.,  EROC  Administrative 
Services  Officer 


RICHARD  J.  GELSON,  Vice  President 

NIRMAL  V.  MANERIKAR,  Vice  President 

ELIZABETH  RODRIGUEZ  JACKSON,  Community 
Affairs  Officer 

MARGARET  G.  CARMODY,  Public  Information  Officer 
G.  DOUGLAS  TILLETT,  Public  Information  Officer 

MICPLAEL  F.  SILVA,  Counsel  and  Assistant  Secretary 
MARYANN  MARON,  Assistant  Secretary 

ROBERT  T.  ASHMAN,  Assistant  Vice  President 


ANGUS  J.  KENNEDY,  Vice  President 
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KATHLEEN  A.  O’NEIL,  Executive  Vice  President 

MATTHEW  J.  PUGLISI,  Senior  Technical  Advisor 

Buffalo  Branch 

CARL  W.  TURNIPSEED,  Senior  Vice  President 
and  Branch  Manager 

GARY  S.  WEINTRAUB,  Branch  Officer 

ROBERT  J.  McDONNELL,  Branch  Officer 


Business  Development 

CARL  W.  TURNIPSEED,  Senior  Vice  President 
and  Branch  Manager 

JEANNIE  V.  BARNETT,  Assistant  Vice  President 

Cash 

JOSEPH  P.  BOTTA,  Senior  Vice  President 

FELICIA  L.  WIGGIN,  Assistant  Vice  President 

L.  WENDY  WEBB,  Assistant  Vice  President 


Check 

JOHN  F.  SOBALA,  Senior  Vice  President 

LARRY  WHITNEY,  Regional  Check  Manager 

MICHAEL  L.  ZIMMERMAN,  Vice  President 

MARY  ANNE  BANEVICIUS,  Check  Officer 

THOMAS  P.  CONNOLLY,  Regional  Check  Manager 


Electronic  Payments 

HENRY  F.  WIENER,  Vice  President 

GERALD  V.  LOMBARDO,  Assistant  Vice  President 

GARY  M.  BERTONE,  Assistant  Vice  President 

MICHAEL  W.  MOWBRAY,  Assistant  Vice  President 

Fiscal  Services 

JOHN  F.  SOBALA,  Senior  Vice  President 

BETTY  S.  LAU,  Assistant  Vice  President 

GEORGE  W.  RYAN,  Vice  President 

ROBERT  G.  KRAUS,  Fiscal  Officer 

Group  Support  Services 

DAVID  H.  FRIEDMAN,  Assistant  Vice  President 

PATRICIA  HILT,  Group  Support  Services  Officer 
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LEGAL  GROUP 

THOMAS  C.  BAXTER,  JR.,  General  Counsel  and 
Executive  Vice  President 

JOYCE  M.  HANSEN,  Deputy  General  Counsel  and 
Senior  Vice  President 

THOMAS  H.  ROCHE,  Deputy  General  Counsel  and 
Senior  Vice  President 

RALEIGH  M.  TOZER,  Deputy  General  Counsel  and 
Senior  Vice  President 

HAERAN  KIM,  Counsel  and  Vice  President 
MARTIN  C.  GRANT,  Counsel 
STEPHANIE  A.  HELLER,  Counsel 
MICHAEL  NELSON,  Counsel 
JONATHAN  I.  POLK,  Counsel 
MICHAEL  SCHUSSLER,  Counsel 

Protection 

NICHOLAS  L.  PROTO,  Investigation  and  Securities 
Officer 

MARKETS  GROUP 

PETER  R.  FISHER,  Executive  Vice  President 


Domestic  Reserves  Management  and  Discount 
SANDRA  C.  KRIEGER,  Senior  Vice  President 

LAUREN  A.  HARGRAVES,  Assistant  Vice  President 


MICHAEL  F.  SILVA,  Counsel  and  Assistant 
Secretary 

WEBSTER  B.  WHITE,  Counsel 
LORI  A.  BIENSTOCK,  Counsel 
DENLEY  Y.  S.  CHEW,  Counsel 
SCOTT  CORRIGAN,  Counsel 
KAREN  GIFFORD,  Counsel 
BRENDAN  GORMLEY,  Counsel 
IVAN  HURWITZ,  Counsel 
NIKKI  M.  POULOS,  Counsel 
JOSEPH  H.  SOMMER,  Counsel 
ROBERT  B.  TOOMEY,  Counsel 
DIANE  VIRZERA,  Counsel 

EDMOND  J.  BORAN,  Protection  Officer 


TIMOTHY  J.  FOGARTY,  Markets  Officer 

R.  SPENCE  HILTON,  Assistant  Vice  President 
JOHN  C.  PARTLAN,  Markets  Officer 


Central  Bank  and  International  Account  Services 
FRANCIS  J.  REISCHACH,  Assistant  Vice  President 
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Foreign  Exchange 

DINO  KOS,  Senior  Vice  President 

ZAHRA  EL-MEKKAWY,  Markets  Officer t 

DAVID  DUTTENHOFER,  JR,  Markets  Officer 

LAURA  R.  WEIR,  Markets  Officer 

Government  Securities 

DEBORAH  A.  PERELMUTER,  Vice  President 

ROBERT  W.  ELSASSER,  Markets  Officer 

ANNE  BAUM,  Assistant  Vice  President 


Integration  Management 

PAULINE  E.  CHEN,  Senior  Vice  President 

ANDREW  M.  DANZIG,  Markets  Officer 

VALERIE  I.  RAINFORD,  Assistant  Vice  President 


Markets  Group  Automation  Services 

MICHAEL  A.  MAFFATONE,  Assistant  Vice  President 

DOUGLAS  A.  THOMAS,  Markets  Officer 

THOMAS  I.  PIDERIT,  Markets  Officer 


Portfolio  Management  and  Investment  Services 

GEORGE  G.  BENTLEY,  Vice  President 

Settlement  and  Accounting  Services 

DANIEL  C.  BOLWELL,  Vice  President 

MARIA  GRACE  AMBROSIO,  Markets  Officer 

KENNETH  J.  GUENTNER,  Vice  President 

RESEARCH  AND  MARKET  ANALYSIS  GROUP 

STEPHEN  G.  CECCHETTI,  Executive  Vice  ARTURO  ESTRELLA,  Senior  Vice  President 


President  and  Director  of  Research 

PAUL  B.  BENNETT,  Senior  Vice  President 
and  Deputy  Director  of  Research 

^  On  leave  of  absence. 
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RESEARCH  AND  MARKET  ANALYSIS  GROUP  (Continued) 


Banking  Studies 

BEVERLY  J.  HIRTLE,  Vice  President 
LAWRENCE  J.  RADECKI,  Assistant  Vice  President 

Business  Conditions 

CHARLES  STEINDEL,  Senior  Vice  President 
Capital  Markets 

PATRICIA  C.  MOSSER,  Assistant  Vice  President 
JOHN  KAMBHU,  Assistant  Vice  President 
HAMID  MEHRAN,  Assistant  Vice  President 

Domestic  Research 

ERICA  GROSHEN,  Assistant  Vice  President 
JOSEPH  S.  TRACY,  Assistant  Vice  President 
KENNETH  M.  KUTTNER,  Research  Officer 

International  Research 

LINDA  GOLDBERG,  Assistant  Vice  President 

Payments  Studies 

DARRYLL  E.  HENDRICKS,  Vice  President 
JOHN  WENNINGER,  Assistant  Vice  President 

Publications 

DOROTHY  M.  SOBOL,  Vice  President 

Regional  Economics 

BARBARA  L.  WALTER,  Vice  President 


PHILIP  E.  STRAHAN,  Assistant  Vice  President 
REBECCA  S.  DEMSETZ,  Research  Officer 

RICHARD  W.  PEACH,  Vice  President 

STAVROS  PERISTIANI,  Research  Officer 
ELI  M.  REMOLONA,  Research  Officer 


CARA  S.  LOWN,  Research  Officer 
JAMES  ORR,  Research  Officer 


DOROTHY  M.  SOBOL,  Vice  President 

JAMES  McANDREWS,  Research  Officer 


f  On  leave  of  absence. 
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Research  Support 

BARBARA  L.  WALTER,  Vice  President 

BARBARA  D.  RUSSELL,  Research  Officer 

Statistics 

LEON  TAUB,  Vice  President 

PAULA  BETH  SCHWARTZBERG,  Statistics  Officer 

KENNETH  P.  LAMAR,  Assistant  Vice  President 
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